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THE INVESTMENT COMPANY ACT 
AMENDMENTS OF 1995 



TUESDAY, OCTOBER 31, 1995 

House of Representatives, 

Committee on Commerce, 
Subcommittee on Telecommunications and Finance, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 9:35 a.m., in room 
2123, Rayburn House Office Building, Hon. Jack Fields [chairman] 
presiding. 

Members present: Representatives Fields, Stearns, Gillmor, Deal, 
Frisa, White, Coburn, Markey, Collins, Furse and Klink. 

Staff present: Linda Dallas Rich, majority counsel and Timothy 
Forde, minority counsel. 

Mr. Fields. Today we are here to consider legislation affecting 
one of the most dynamic and successful industries in America, mu- 
tual funds. Mutual funds have brought Wall Street to Main Street. 
It used to be that only the very rich could afford the luxury of pro- 
fessional money management. Today, through mutual funds, even 
the humblest of investors has access to the best money managers 
around and those investors which, by the way, include myself, have 
welcomed the opportunity to participate. 

Today, one out of every three households in the country own 
shares in a mutual fund. The mutual fund industry has brought 
benefits not only to investors but also to the entire economy. The 
high level of investment activity that mutual funds generate has 
helped provide small to medium-size businesses with access to cap- 
ital markets. This in turn boosts employment. 

Clearly, the mutual fund industry is among this country's most 
vital assets, which is why I introduced the legislation that we are 
here to consider. The Investment Company Act Amendments of 
1995 will be the first significant amendment of investment com- 
pany regulation in a quarter of a century. It addresses not only the 
mutual fund industry but every industry that is affected by the In- 
vestment Company Act of 1940. That includes all types of invest- 
ment companies as well as companies that are not and should not 
be treated as investment companies. 

Just about every law this subcommittee has reviewed in this 
Congress is a product of the 1930 , s. The Investment Company Act, 
which is the youngest of the bunch, at only 55 years old, is riddled 
with regulatory burdens that should be eliminated. Many of the 
act's provisions, such as the requirement mandating shareholder 
approval of a fund's investment advisory contracts even before the 
fund is offered to the public, have become meaningless burdens 
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that do nothing but drain resources. Other provisions, such as the 
restriction that limits mutual funds' investments in other funds in- 
hibit the development of new products that would improve the 
array of investment choices available to mutual fund investors. 

Every dollar spent by an investment company complying with 
regulatory overkill is a dollar out of the pockets of investors; and 
every new idea that is stifled by old regulations is a lost oppor- 
tunity for not just mutual fund investors but every participant in 
our capital markets. 

The legislation we will address today will improve the effective- 
ness of independent trustees by mandating that the majority of 
every investment company's board of trustees be independent. The 
legislation would improve shareholder communication by making 
advertising rules that apply to investment companies more flexible. 
Current law effectively prohibits useful advertising by limiting 
funds to advertising only information that is in their prospectuses. 
This results in a prospectus jammed with every conceivable piece 
of information the fund might want to advertise or a prospectus 
that is updated frequently at great expense to add that informa- 
tion, or it simply causes the fund to limit the information it is ad- 
vertising. The Investment Company Act amendments will enable 
funds to advertise useful information to current and potential in- 
vestors while maintaining important antifraud safeguards. 

Mutual fund investors are oeset by a confusing array of fees. In- 
vestment advisory fees, service fees, distribution fees, all these fees 
can make it very difficult for investors to compare one fund against 
another. This legislation will help pave the way for a new kind of 
mutual fund, a unified fee investment company. A UFIC will 
charge only one all-inclusive fee. With only one fee to compare, in- 
vestors will be equipped with all the information they need to de- 
cide which fund offers the best value. 

Now, I look forward to hearing the testimony of today's panelists 
regarding UFICs and the advantages they offer investors. As I said 
when I introduced this legislation, it is really a work in progress. 
The testimony of the distinguished witnesses we have here today 
will help us refine and improve the proposal that we started with. 

I look forward to hearing from each of them and to continue our 
important work and to make sure that the laws that govern this 
remarkable industry help bring greater financial opportunity to all 
investors. 

And that is the statement of the Chair. The Chair will now rec- 
ognize the gentlelady from Illinois if she has an opening statement. 

Ms. Collins. Mr. Chairman, I would like to ask unanimous con- 
sent that my opening statement be made a part of the record. 

Mr. Fields, without objection, so ordered. 

[The prepared statement of Hon. Cardiss Collins follows:] 

Prepared Statement of Hon. Cardiss Collins, a Representative in Congress 
from the State of Illinois 

Mr. Chairman, as are millions of middle-class Americans, I too am a mutual fund 
investor, and therefore appreciate your calling this hearing to help inform and edu- 
cate the public about the current market environment in which these funds are op- 
erating and to explore ways in which this body can promote more efficient manage- 
ment of these funds while still protecting fund consumers. 

There is undoubtedly a need to reexamine mutual fund regulation to fully account 
for the constantly evolving size, complexity, and investment opportunities of our na- 
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tion's financial markets. While mutual funds have grown by more than 20 percent 
annually throughout the 1980's and into the 90's, Congress has not addressed the 
issue of fund regulation since 1970. The legislation that is the subject of today's 
hearing, H.R. 1495, the Investment Company Act Amendments of 1995, is a good 
starting point for addressing just this matter. 

H.R. 1495 will amend the Investment Company Act of 1940, originally enacted to 
protect investors from fraud and abuse by investment companies, to revamp those 
provisions of the law that simply no longer make much sense given the shifting and 
unique demands of today's markets. Many of the recommended changes that would 
be made under this bill stem from the Securities and Exchange Commission's own 
1992 review of the Investment Company Act entitled, "Protecting Investors: A Half 
Century of Investment Company Regulation." 

For instance, in the area of SEC recordkeeping, inspection, and enforcement au- 
thority, H.R. 1495 would expand and clarify SEC oversight of the mutual fund in- 
dustry, allowing the agency to better ensure compliance with the law and the pro- 
tection of fund consumers. This is an important and needed focus, and one which 
I think helps improve the functioning of the mutual fund industry for all parties — 
regulators, fund companies, and investors alike. 

Mr. Chairman, I look forward to working further with you and the Ranking Mi- 
nority Member, Mr. Markey, to ensure the soundness of the mutual fund industry 
into the 21st Century and to guarantee that American mutual fund consumers are 
fully informed about their investments and protected against those who would per- 
petrate fraud and abuse on the system. 

Mr. Fields. The gentleman from Oklahoma. 
Mr. COBURN. Mr. Chairman, I also would request unanimous 
consent that my statement be made a part of the record. 
Mr. Fields. Without objection, so ordered. 
[The prepared statement of Hon. Tom A. Coburn follows:] 

Prepared Statement of Hon. Tom A. Coburn, a Representative in Congress 
from the State of Oklahoma 

The growth of mutual fund industry over the last 20 years has had a profound 
effect on the Nation's economy. Today's mutual fund industry manages $2.6 trillion 
for investors and has become an increasingly larger source of capital for American 
companies. In addition, the growth of the mutual fund industry has benefited inves- 
tors both large and small. Nevertheless, this dynamic market is governed by a 50 
year old act adopted in the New Deal era. The economy has changed dramatically 
since that era and it is important to review modernization of the regulations that 
govern the mutual fund industry. 

Given the importance of the mutual fund industry to the economy I want to com- 
mend the Chairman for introducing this important piece of legislation and holding 
the hearings to open discussion on modernization in the regulation of mutual funds. 

It is critical for the continued growth mutual fund industry that provide capital 
for the expansion of American businesses now competing in a global market that 
the management of mutual funds become more efficient, and operating expenses be 
lowered, by eliminating existing requirements that are costly to comply with and do 
not increase investor protection. It is in the investors interest that regulations be 
removed that are currently prohibiting the development of innovative new products 
and services. 

I support the concepts of the proposed legislation that will reduce costs and, there- 
fore, increase assets owned by the shareholders and remove regulations that do not 
increase investor protection. For this reason, I support the bill's provisions that 
broaden the type of information that can be included in mutual fund advertise- 
ments, so long as the advertisements are subject to prospectus liability; and the cre- 
ation of a "unified fee investment company" or "UFIC" that will have a single, fixed 
fee, set by the vehicle's investment manager. 

I want to thank each of the witnesses for coming today and look forward to their 
testimony. I am supportive of efforts by the Committee to achieve a National policy 
that will benefit the capital formation process and permit qualified U.S. investors 
greater investment opportunities while maintaining protections that will continue to 
promote investor confidence in our mutual fund industry. 

Mr. Fields. The gentleman from New York, if he has an opening 
statement. 
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Mr. Frisa. Mr. Chairman, just very briefly, I just want to com- 
mend you for conducting this proceeding today. I think it is an ex- 
citing opportunity to bring the Investment Company Act into the 
twentieth century, the latter part, so that we can improve it and 
ensure the best formation of capital investment and I look forward 
to today's proceeding. 

Mr. Fields. The Chair thanks the gentleman. 

The gentlelady from Oregon. 

Ms. Furse. Thank you, Mr. Chairman. 

No, I have no opening statement. I don't even want one entered 
into the record. 

Thank you very much. 

Mr. Fields. The Chair thanks the gentlelady. 

The Chair will now recognize Mr. Barry Barbash, director of the 
Division of Investment Management of the United States Securities 
and Exchange Commission. 

Mr. Barbash. 

STATEMENT OF BARRY P. BARBASH, DIRECTOR, DIVISION OF 
INVESTMENT MANAGEMENT, SECURITIES AND EXCHANGE 
COMMISSION 

Mr. Barbash. Thank you, Mr. Chairman. I don't know that I can 
match the brevity of the members of the subcommittee. 

Mr. Fields. We hope you don't. 

Mr. Barbash. Thank you and the members of the subcommittee. 

I appreciate the opportunity to testify before you this morning on 
behalf of the Securities and Exchange Commission regarding H.R. 
1495, the Investment Company Act Amendments of 1995. The re- 
view of the Investment Company Act reflected in this legislation 
comes at an especially appropriate time. 

A quarter of a century has passed since the Act was last signifi- 
cantly revised by the Congress. During this period, the investment 
company industry has grown dramatically. This growth has been, 
in no small part, due to the comprehensive framework for invest- 
ment company regulation provided by the Federal securities laws, 
principally the Investment Company Act. The statutory framework 
has not only protected investors but it has also been sufficiently 
flexible to allow a creative industry to grow and flourish. 

Underlying the legislation is a desire for more effective and less 
burdensome regulation. The Commission's initiatives, particularly 
over the past year, have sought to achieve the same goal. We have 
undertaken a number of measures designed to eliminate unneces- 
sarily long disclosure and to encourage funds to make their disclo- 
sure documents more comprehensible to investors. 

Most notable is our effort to facilitate the fund industry's devel- 
opment of profile prospectuses. The key element of these 
prospectuses is a short summary or profile of three to four pages 
in length that accompanies a fund's prospectus and outlines the 
fund's key features. Prototype profiles are now being used by six 
fund groups. A number of these fund groups, the Investment Com- 
pany Institute, the Commission and state regulators all anticipate 
conducting investor research to assess the effectiveness of the pro- 
file prospectuses as disclosure documents. 
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Upon completion of this testing, the Commission will focus on 
such issues as whether the profile concept should be incorporated 
into Commission rules and whether profiles should be used as 
stand-alone disclosure documents. 

The Commission appreciates the strong support that this initia- 
tive has received from Chairman Fields and other members of the 
subcommittee. 

Many of our recent initiatives are designed to relieve burdens 
placed on directors of funds. Over the past 2 years, the Commission 
has amended various rules to eliminate provisions that made inde- 
pendent directors responsible for detailed reviews that involved 
more ritual than substance. Most recently, the Commission pro- 
posed amendments to its rule governing custody of fund assets out- 
side the United States. As Chairman Levitt noted when the Com- 
mission proposed the amendments, fund directors have cited the 
foreign custody rule as the one they dislike the most and under- 
stand the least. The amendments would simplify the rule's require- 
ments as well as provide funds with greater flexibility to select for- 
eign custodians without sacrificing investor protection. 

The Commission appreciates the subcommittee's efforts reflected 
in the legislation to improve and help bring into the twenty-first 
century many aspects of investment company operation and regula- 
tion. The legislation would complement the Commission's emphasis 
on better communications to investors by allowing the Commission 
to make its advertising rules more flexible and by giving the Com- 
mission rulemaking authority to address deceptive and misleading 
names. 

The legislation would promote industry innovation by, among 
other things, facilitating the development of new investment prod- 
ucts such as a new type of mutual fund that has a single fee cover- 
ing all fund services and most expenses. The legislation would re- 
duce regulatory burdens without sacrificing investor protections by 
simplifying the existing exemption under the Investment Company 
Act for private investment companies with no more than 100 inves- 
tors and creating a new exemption for investment pools whose only 
shareholders are highly sophisticated investors. 

The legislation would strengthen the framework of investment 
company regulation in other respects. It would reinforce the impor- 
tance of the role of fund independent directors and would update 
shareholder voting requirements. It would also facilitate the Com- 
mission's efforts to increase the efficiency and effectiveness of its 
fund inspections program as well as help the Commission obtain 
important information about funds in times of market stress. 

The Commission understands that the legislation remains a work 
in progress and that the subcommittee is actively working on other 
improvements to the Investment Company Act. The Commission 
appreciates the opportunity to participate in this process and looks 
forward to continuing to work with the subcommittee on the legis- 
lation. 

Thank you, and I would be pleased to answer any questions you 
may have. 

[The prepared statement of Barry P. Barbash follows:] 
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Prepared Statement of Barry P. Barbash, Director, Division of Investment 
Management, Securities and Exchange Commission 

Chairman Fields and Members of the Subcommittee: I appreciate the opportunity 
to testify on behalf of the Securities and Exchange Commission (the "Commission" 
or "SEC") on the proposed amendments designed to improve and modernize the In- 
vestment Company Act of 1940 (the "Investment Company Act" or the "Act"). 

i. introduction 

The review of the Investment Company Act reflected in the Investment Company 
Act Amendments of the 1995 comes at an especially appropriate time. A quarter of 
a century has passed since the Act was last significantly revised by the Congress. 1 
The changes in the investment company (or "fund") industry since that time have 
been dramatic. In 1970, investors could choose from among 361 open-end manage- 
ment investment companies ("mutual funds"). 2 Today, over 5,500 mutual funds (al- 
most twice the number of stocks trading on the New York and American Stock Ex- 
changes) 3 and over 500 closed-end management investment companies ("closed-end 
funds") are available to investors. 4 Funds, which in 1970 held approximately $48 
billion in assets, 5 now hold over $3 trillion in assets. 6 That nearly one third of all 
U.S. households own investment company shares attests to the enormous signifi- 
cance of the fund industry to our country's economy and its citizens. Americans have 
entrusted their retirement monies, savings for their children's education, and even 
their ready cash to investment companies. 

The Investment Company Act Amendments of 1995 would improve, and help 
bring into the 21st century, many aspects of investment company operation and reg- 
ulation. 7 The legislation would complement the Commission's emphasis on better 
communications to investors by allowing the Commission to make its advertising 
rules more flexible and by giving the Commission rulemaking authority to address 
deceptive and misleading fund names. The legislation would reinforce the impor- 
tance of the role of independent directors, as well as address shareholder voting re- 
quirements and related corporate governance procedures. The legislation would fa- 
cilitate the development of new types of investment products by lifting restrictions 
on a mutual fund's investments in other funds and by giving fund sponsors the op- 
tion of offering a new type of mutual fund that has a single fee covering all fund 
services and most expenses. The legislation also would facilitate the Commission's 
efforts to increase the efficiency and effectiveness of its investment company inspec- 
tions program, as well as help the Commission obtain important information about 
funds in times of market stress. Finally, the legislation would simplify the existing 
exception from Investment Company Act regulation for "private" investment compa- 
nies with no more than 100 investors and create a new exception for investment 
pools whose only shareholders are highly sophisticated investors. 

The Commission welcomes this opportunity to fine-tune and enhance the Act, 
which has been characterized by the fund industry's leading trade association as "a 
model of effective legislation." 8 The Commission recognizes, as Chairman Fields 
said when the legislation was introduced, that the bill represents a "work in 
progress." 9 The Commission looks forward to working with the Subcommittee and 
its staff in this effort to improve and modernize investment company regulation. 



investment Company Amendments Act of 1970, Pub. L. No. 91-547, 84 Stat. 1413 (1970). 
See also Small Business Incentive Act of 1980, Pub. L. No. 96-477, 94 Stat. 2275 (1980) (amend- 
ing the Investment Company Act to create business development companies). 

2 Investment Company Institute, Mutual Fund Fact Book (1990) (hereinafter ICI 1990 
Fact Book). 

3 Figures compiled by the Commission staff. 

4 Figures compiled by the Commission staff. 
6 ICI 1990 Fact Book, supra note 2. 

6 Figures compiled by the Commission staff. 

7 Some of the amendments were recommended by the Commission's Division of Investment 
Management in its 1992 report on investment company regulation. Division of Investment Man- 
agement, SEC, Protecting Investors: A Half Century of Investment Company Regula- 
tion (1992) (hereinafter Protecting Investors Report). 

8 Oversight Hearings on the Mutual Fund Industry: Hearings Before the Subcomm. on Securi- 
ties of the Senate Comm. on Banking, Housing, and Urban Affairs, 103rd Cong., 1st Sess. 94 

^93) [hereinafter 1993 Oversight Hearings] (prepared statement of Matthew P. Fink, Presi- 
Investment Company Institute). 
.1 Cong. Rec. E868 (daily ed. Apr. 7, 1995). 
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II. RECENT COMMISSION INITIATIVES 

The goal of the Investment Company Act Amendments of 1995 — to improve and 
modernize the Investment Company Act — is one that the Commission itself has 
been seeking to achieve over the past several years. During this year, for instance, 
the Commission has undertaken many initiatives — particularly in the disclosure 
area — with this purpose in mind. Among the Commission's most recent significant 
initiatives are the following: 

• Profile Prospectuses. The Commission has worked, and will continue to work, 
closely with the fund industry to promote investor protection by identifying ways to 
improve fund disclosure documents and eliminate unnecessary requirements. This 
summer, with the encouragement and strong support of Chairman Levitt, the Com- 
mission's Division of Investment Management (the "Division") cooperated with state 
regulators in facilitating the fund industry's development of "profile prospectuses." 
The key element of these prospectuses is a short summary or "profile" of 3 to 4 
pages in length that accompames a fund's prospectus and outlines the fund's key 
features. This approach, premised on the view that many investors will find that 
"less is often more" in mutual fund disclosure documents, is designed to encourage 
greater understanding and less confusion among mutual fund investors. Prototype 
profiles are now being used by six fund groups. A number of these fund groups, the 
Investment Company Institute, the Commission and state regulators all anticipate 
conducting investor research to assess the effectiveness of the profile prospectuses 
as disclosure documents. Upon completion of this testing, the Commission will focus 
on issues such as whether the profile concept should be incorporated into Commis- 
sion rules and whether profiles should be used as stand-alone disclosure documents. 
The Commission appreciates Chairman Fields's recent praise of the profile concept 
and his support of this initiative. 10 

• Summary Document for Employee Benefit Plans. A number of observers have 
suggested that a short-form disclosure document resembling the profile would be 
particularly useful to participants in and beneficiaries of employee benefit plans. 
This past year, the Division, in a letter to the country's largest mutual fund group, 
facilitated the development of just such a document. 11 

• Short-Form Money Market Fund Prospectus. In another recent initiative de- 
signed to provide investors with more understandable disclosure documents, the 
Commission proposed a short-form prospectus for money market funds. 12 The pro- 
posal would tailor existing prospectus disclosure requirements to the unique charac- 
teristics of money market funds and the needs of money market fund investors. The 
proposal would promote the use of money market fund prospectuses that are sim- 
pler, shorter, and more informative. The Division anticipates that this will be the 
first proposal in a series of rulemakings designed to improve fund disclosure. 

• Commission Review of Fund Disclosure Documents. The Commission's efforts to 
improve disclosure have extended beyond a review of applicable disclosure require- 
ments to a reassessment of the process by which the staff reviews disclosure docu- 
ments. We recognize that funds may be in a better position to improve the quality 
and readability of their prospectuses if the Commission improves this process. Last 
year, the Commission amended the rules governing the review of fund prospectuses 
to make the process more efficient for the funds as well as the Commission staff. 13 
This year, the Division, in addition to reevaluating a number of its existing disclo- 
sure interpretations, appointed a disclosure ombudsman to the fund industry who 
has been working closely with funds to resolve disclosure issues and improve the 
quality of prospectuses. 

• Electronic Communications. In recognition of the growing use of the information 
superhighway by investors, the Commission recently issued interpretive guidance 
and proposed rules designed to assist funds and other issuers in using electronic 
media to provide investors with information required under the federal securities 
laws. The Commission hopes that this action will encourage the use of these 
media. 14 



10 See Letter from Jack Fields, Chairman, House Subcomm. on Telecommunications and Fi- 
nance, to Arthur Levitt, Chairman, SEC (July 31, 1995). 

u Kirkpatrick & Lockhart {pub. avail. Apr. 5, 1995) (on behalf of Fidelity Institutional Retire- 
ment Services Co., Inc.). 

12 Money Market Fund Prospectuses, Securities Act Release No. 7196 (July 19, 1995), 60 FR 
38454. 

13 Post-Effective Amendments to Investment Company Registration Statements, Securities Act 
Release No. 7083 (Aug. 17, 1994), 59 FR 43460. 

14 Use of Electronic Media for Delivery Purposes, Securities Act Release Nos. 7233 and 7244 
(Oct. 16, 1995), 60 FR 53458, 53468. 
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• Operational Initiatives. The Commission's efforts to update its regulation of in- 
vestment companies have included not only disclosure initiatives, but also measures 
intended to reduce operational burdens on investment companies. Early this year, 
the Commission adopted rules to allow a single mutual fund to offer multiple classes 
of shares with different sales charge arrangements and to permit mutual funds to 
impose certain types of deferred sales loads. 15 These rules give funds greater flexi- 
bility to tailor their sales load arrangements without having to apply to the Com- 
mission for exemptive relief. 

In August of tnis year, the Commission proposed amendments to the Investment 
Company Act rule governing the custody or fund assets outside the United States. 16 
The amendments, if adopted, would reduce the burdens currently placed on fund di- 
rectors in reviewing foreign custody arrangements and provide funds with signifi- 
cantly more flexibility to select foreign custodians without sacrificing investor pro- 
tection. 

The Commission is committed to leaving no regulatory stone unturned in seeking 
to improve its oversight of the fund business. Thus, the Commission staff is working 
with the fund industry to review other rules that should be modernized or that im- 
pose unnecessary burdens, and the Commission expects that additional revisions to 
its rules will be forthcoming in the coming year. 

During the coming year and beyond, the Commission intends to continue to im- 

grove investment company regulation and remove unnecessary regulatory burdens. 
>ur efforts themselves can be enhanced and improved by Congress's retooling cer- 
tain provisions of the Investment Company Act. 

III. THE INVESTMENT COMPANY ACT AMENDMENTS OF 1995 

The Investment Company Act Amendments of 1995 represent the most significant 
and comprehensive attempt at improving the Act undertaken in the past twenty- 
five years. The changes that would be effected by the proposed legislation are de- 
scribed in detail below. 

Corporate Governance Provisions. The successful and safe operation of the fund 
industry over the last several decades is due in large part to the system of "checks 
and balances" prescribed by the Investment Company Act. The heart of the Act is 
a series of prohibitions on dealings between funds and their sponsors designed to 
ensure that the conflicts of interest and other abusive conduct that characterized 
the U.S. fund industry in the 1920s and 1930s are not repeated. To supplement 
these prohibitions, the Act requires that fund boards include members who are inde- 

Sendent of the fund's sponsor and that fund boards monitor and address certain con- 
icts between the interests of fund insiders and shareholders. The Act also provides 
shareholders with a voice concerning fundamental changes in a fund's management 
or operations. 

For some time, commentators have debated the effectiveness of the Act's corporate 
governance provisions. 17 Some have suggested that fund directors do not provide 
any real check on fund management ana that shareholder voting is perfunctory and 
imposes unnecessary costs on funds. Others argue that the inherent conflicts be- 
tween fund sponsors and shareholders make it uniquely appropriate for fund direc- 
tors to have an active role in governance, and that directors generally have per- 
formed their responsibilities well. These commentators also assert that shareholder 
votes provide a valuable communicative and deterrent function. The Commission be- 
lieves that the core concepts of the governance model embodied in the Act are sound 
and appear to have worked well. 18 The Commission believes, however, that certain 
of the Act's governance provisions could be improved. 

The legislation would strengthen the independence of fund boards of directors and 
update the Act's shareholder voting requirements and related procedures. The Com- 
mission supports these amendments, although we have concerns about the potential 



15 Exemption for Open-End Management Investment Companies Issuing Multiple Classes of 
Shares, Securities Act Release No. 7143 (Feb. 23, 1995), 60 FR 11876; Exemption for Certain 
Open-End Management Investment Companies to Impose Contingent Deferred Sales Loads, In- 
vestment Company Act Release No. 20916 (Feb. 23, 1995), 60 FR 11887. 

16 Custody of Investment Company Assets Outside the United States, Investment Company 
Act Release No. 21259 (July 27, 1995), 60 FR 39592. 

17 See Protecting Investors Report, supra note 7, at 251-82. See also notes 61 and 62 and 
accompanying text (discussing alternatives to the current corporate governance model embodied 
in the Act in connection with the proposed unified fee investment company). 

^Representatives of the fund industry appear to agree as to the importance of fund boards 
♦chdogs for shareholders' interests and as a check on fund sponsors. See 1993 Oversight 
, supra note 8, 83 (prepared statement of Matthew P. Fink, President, Investment Com- 
— atute). 
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effects of an amendment that would change the vote of fund shareholders required 
to approve certain actions taken by a fund. 

Board of Directors. The Commission, particularly over the past two years, has 
stressed the importance of fund boards in the success of the fund industry. Chair- 
man Levitt has said that a fund's independent directors are "the frontlines of inves- 
tor protection." 19 Commissioner Wallman noted recently that they "play an essential 
role in a remarkable industry." 20 Recognizing the importance of fund boards, the 
legislation would enhance board independence by raising the required minimum 
percentage of independent directors on a board from forty percent to a majority. 21 
We understand that this reflects the composition of many fund boards today. The 
legislation would therefore codify what would appear to be the norm in fund govern- 
ance. The legislation also would give independent directors the sole responsibility 
for selecting and nominating other independent directors. 22 

The legislation would further strengthen the independent directors' ability to pro- 
tect shareholder interests by giving independent directors the express authority to 
terminate investment advisory contracts. 23 At present, independent directors, along 
with the full board, are responsible for evaluating and approving the initial advisory 
contract and any subsequent renewals. While the full board and the fund's share- 
holders can terminate an advisory agreement at any time, the independent directors 
currently do not have this authority under the Act. The legislation would close this 
gap in fund governance. 

Shareholder Voting. Reflected in the Act is the view that fund shareholders should 
have a voice on matters that fundamentally affect fund operations or the nature of 
their investment. A fund's investment objective is a key indicator of the potential 
risks and rewards inherent in investing in the fund. The objective often forms the 
basis for the decision to invest and remain invested in a fund. The legislation would 
recognize the significance of a fund's investment objective by requiring changes in 
the objective to be approved by the fund's shareholders. 24 

The legislation also would update the Investment Company Act's shareholder vot- 
ing provisions by eliminating two requirements that appear to provide only minimal 
investor protection. Under existing law, a fund's initial agreement with its invest- 
ment adviser must be voted upon by the fund's shareholders. This shareholder ap- 
proval is virtually automatic since persons who supply the fund with its initial cap- 
ital typically become shareholders of the fund and approve the advisory agreement 
prior to the fund's commencing a public offering of its shares. Moreover, investors 
participating in the fund's initial public offering, in effect, vote with their dollars 
to accept the fund's initial advisory arrangement. The legislation recognizes this 
view and would eliminate the perfunctory initial investment advisory agreement ap- 
proval requirement. 26 

Another provision affording minimal investor protection that would be removed by 
the legislation is the Act's requirement that shareholders ratify the independent di- 



19 See Arthur Levitt, Chairman, SEC, Remarks at the Second Annual Symposium for Mutual 
Fund Trustees and Directors, Washington, D.C. (Apr. 11, 1995); Arthur Levitt, Chairman, SEC, 
Remarks at the Mutual Funds and Investment Management Conference, Scottsdale, AZ (Mar. 
21, 1994). "Independent directors" are directors who are not "interested persons" of an invest- 
ment company under section 2(a)(19) of the Act. 15 U.S.C §80a-2(a)(19). 

20 See Steven M.H. Wallman, Commissioner, SEC, Remarks before the Investment Company 
Institute's 1995 Investment Company Directors Conference and New Directors Workshop, Wash- 
ington, D.C. (Sept. 22, 1995). 

"Section 2(a) of H.R. 1495 (amending section 10(a) of the Investment Company Act, 15 U.S.C 
§ 80a- 10(a)). 

22 Section 2(a) of H.R. 1495 (amending section 10(a) of the Investment Company Act). See also 
section 16(a) of the Act, 15 U.S.C. § 80a- 16(a) (regarding shareholder approval of fund directors). 

23 Section 2(b) of H.R. 1495 (amending section 15(a) of the Investment Company Act, 15 U.S.C. 
§80a-15(a)). A similar approach is taken by certain Commission rules that require certain deter- 
minations be made by independent directors. See, e.g., rule 12b- 1 under the Investment Com- 
pany Act, 17 CFR §270. 12b- 1 (requiring that payment of asset-based sales charges by mutual 
tunas only be made in accordance with a plan approved by a majority of the fund^ independent 
directors). 

24 Sections 2(d) and 2(e) of H.R. 1495 (amending section 8(b)(1) of the Investment Company 
Act, 15 U.S.C. §80a-8(bXl), to require funds to adopt their investment objectives as a fundamen- 
tal policy, and section 13(a)(1), 15 U.S.C. §80a-13(a)(l), to require shareholder approval to 
change the objective). 

26 Section 2(b) of H.R. 1495 (amending section 15(a) of the Investment Company Act, 15 U.S.C. 
§80a-15(a)). As drafted, the provision appears to eliminate the requirement for shareholders to 
approve advisory agreements in all cases, even when the agreement has been entered into after 
the commencement of a fund's public offering. See W. John McGuire, Legislation Signals Con- 
gressional Intent to Review Investment Company Regulation, 2 Investment Law. 17, 18 (1995). 
We do not believe that this result was intended and suggest that this provision be clarified to 
eliminate any confusion. 
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rectors' selection of a fund's auditors. 26 In all other cases, the selection could be 
made within 30 days before or 90 days after the beginning of a fund's fiscal vear. 
Shareholder ratification currently is required only for funds that hold annual share- 
holders' meetings. The legislation appropriately would leave the selection of auditors 
to the board in all cases. If shareholaers are dissatisfied with the directors' decision, 
the shareholders can vote to terminate the auditors at any time. 27 

The legislation would address shareholder voting procedures in "master-feeder" 
fund arrangements. In a master-feeder arrangement, one or more funds ("feeder" 
funds) invest solely in the shares of another fund ("master" fund). 28 When a matter 
is submitted for approval by the master fund's shareholders, the Investment Com- 
pany Act requires feeder funds to seek voting instructions from their shareholders 
and vote accordingly ("pass-through voting"). 2 * This provision seeks to place control 
of matters that fundamentally affect the master fund's operations and investments 
in the hands of the feeder funds' shareholders. 30 

Because the master-feeder voting provision initially was enacted to address con- 
cerns about unregistered foreign funas investing in and exercising control over U.S. 
funds, it applies only to unregistered feeder funds. 31 The legislation would recognize 
that feeder funds' shareholders should have a say in the fundamental decisions af- 
fecting the master fund in all cases. Thus, the legislation would extend the Act's 
voting provision to registered feeder funds as well. 32 

Definition of Majority Vote. The Investment Company Act currently reguires cer- 
tain important matters to be approved by the vote of a "majority of the fund's out- 
standing shares." 33 Under the Act, the vote of a majority of a fund's outstanding 
shares means the lesser of (a) the vote of at least 67% of shares present at a meet- 
ing, if the holders of more than 50% of the outstanding shares are present at the 
meeting, or (b) the vote of more than 50% of the outstanding shares. 34 Under this 
provision, any matter subject to the Act's majority vote requirement must be ap- 
proved by the holders of more than 33.5% of a fund's shareholders (i.e., 67% of the 
shares present at a meeting when a majority (more than 50%) of the outstanding 
shares are present). For purposes of the provision, shares represented by proxy are 
considered present, regardless of whether the proxies provide voting instructions. 
The small amount of legislative history on the majority vote reauirement suggests 
that the provision was intended to prevent the holders of a small block of a fund's 
shares from controlling the fund. 36 

Many funds have advised us of the considerable time they expend and of the costs 
they incur in seeking the requisite majority votes, particularly when a large number 
of proxies provide no voting instructions. 36 The legislation seeks to address these 
difficulties and give shareholders who have provided voting instructions on specific 



26 Section 2(c) of H.R. 1495 (amending section 32(a) of the Investment Company Act, 15 U.S.C. 
§80a-31(a)). The proposed amendment also would replace the current timeframes within which 
directors must select the auditors by codifying the requirements of rule 32a-3 under the Invest- 
ment Company Act, 17 CFR §270.32a-3, which governs the board's selection of auditors when 
annual shareholders meetings are not held. In the case of a fund that belongs to a group (or 
"set") of related investment companies with different fiscal years, the selection could be made 
within 90 days before or after the beginning of the fund's fiscal year. 

27 Section 32(a) of the Investment Company Act. 

28 This two-tier structure is permitted by section 12(dXlXE) of the Investment Company Act, 
15 U.S.C. §80a-12(dXlXE). 

29 Section 12(dXlXEXiiiXaa) of the Investment Company Act. This provision also allows feeder 
funds, as an alternative to pass-through voting, to vote their shares in the master fund in the 
same proportion as the votes cast by the other feeder funds ("echo voting"). 

30 See, e.g., SEC, Report on the Public Policy Implications of Investment Company 
Growth, H.R. Rep. No. 2337, 89th Cong., 2d Sess. 316-322 (1966) (discussing the dangers cre- 
ated when control is exercised by a fund holding company) (hereinafter PPI Report). 

3l See, e.g., H.R. Rep. No. 1382, 91st Cong., 2d Sess. 23-24 (1970). 

82 Section 2(f) of H.R. 1495 (amending section 12(dXlXE) of the Investment Company Act). Be- 
cause feeder funds that register with the Commission have agreed in their registration state- 
ments to provide pass-through voting for their shareholders, the legislation would not impose 
any additional burdens on registered feeder funds. 

33 See, e.g., Investment Company Act § 15(a) (requiring a majority shareholder vote to approve 
increases in a fund's investment advisory fees); § 13(a), 15 U.S.C. §80a-13(a) (requiring a major- 
ity shareholder vote to approve certain changes in a fund's investment policy). If the proposed 
amendment to section 13(a) is adopted, a majority shareholder vote also would be required to 
approve changes in a fund's investment objective. 

34 Investment Company Act §2(aX42Xa)-(b), 15 U.S.C. §80a-2(aX42XaMb). 

36 See, e.g., Jaretzki, The Investment Company Act of 1940, 26 Wash.U.L.Q. 303, 316-317 
(1941). 

3a Shareholder abstentions often take the form of so-called "broker non-votes." Broker non- 
votes generally are shares held in record name by a broker for which the broker does not have 
discretionary voting power or voting instructions from the beneficial owner. While the non-votes 
are effectively negative votes, they do assist the fund in obtaining a quorum. 
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matters the right to decide these matters. Thus, the legislation would amend the 
Act to provide that a matter subject to the Act's majority vote requirement would 
need to be approved by only a majority of the shares voting on the matter at a meet- 
ing. 37 

The effect of the amendment would be to reduce significantly the number of 
shares required to obtain shareholder approval for important matters such as in- 
creases in advisory fees and changes in a fund's investment policies. Under the pro- 
posed amendment, for example, these matters could be approved by a small percent- 
age of a fund's outstanding shares {e.g., 10.1%) when a relatively small percentage 
of the shares present at a meeting {e.g., 20%) give voting instructions. In contrast, 
the Act's existing majority vote provision, as noted above, requires an affirmative 
vote of more than 33.5% of a fund's outstanding shares. 

The Commission acknowledges that the proposed definition of majority vote con- 
tained in the legislation is similar to that included in certain state corporation 
laws. 38 The Commission also recognizes that the new requirement would likely re- 
sult in funds' incurring lower costs in connection with proxy solicitations. The Com- 
mission is concerned, however, that the new definition could in many cases result 
in a dilution of shareholder voting rights, which the Act historically has deemed 
most important. We are not aware ot any concrete data that demonstrates a sys- 
temic lack of interest among fund shareholders in exercising their right to vote on 
important matters. We would be in a better position to assess this provision if such 
data were available. 

Investment Company Advertising Prospectus. Advertising is particularly important 
to mutual funds because they continuously offer and sell their shares to the public. 
Like other public issuers of securities, funds are subject to the advertising require- 
ments of the Securities Act of 1933 (the "Securities Act"). That regulatory scheme, 
however, has proved to be problematic when applied to fund advertising. 

Currently, funds may advertise performance data and other information, so long 
as the "substance or that information is contained in the fund's prospectus. These 
advertisements are subject to liability for false or misleading statements. 

As a result of the "substance of requirement, funds often cannot advertise mat- 
ters of investor interest, such as policies that a fund will not use derivatives or the 
effect of economic conditions on tne fund's investment policies, since these matters 
may not have been addressed in the fund's prospectus and related statement of ad- 
ditional information. 39 Funds often attempt to avoid this result by cluttering their 
prospectus (or the related statement of additional information) with information 
they may later want to include in advertisements. 

The legislation would improve fund advertising by giving the Commission express 
authority to create a new investment company "advertising prospectus." 40 The 
amendment would enable funds to use such a prospectus to show performance data 
and other information unrestricted by the "substance of requirement. Providing 
funds with greater flexibility to determine the content of their advertisements 
should not undermine investor protection; the advertising prospectus generally 
would be subject to the liability provisions of the Securities Act applicable to 
prospectuses. 41 

As Chairman Fields noted in introducing the legislation, the new advertising pro- 
spectus would bring "a new era of generally improved communications to mutual 



37 Section 2(g) of H.R. 1495 (amending section 2(a)(42) of the Investment Company Act). The 
amendment would not change the existing provision in section 2(aX42) that effectively requires 
a majority of the fund's outstanding shares to be present at a meeting to constitute a quorum. 

38 See, e.g., Md. Code Ann., Corps. & Ass'ns §2-506 (1993). 

39 Dudley H. Ladd, Why It's Time to Change the Advertising and Newsletter Rules, in 1995 
Mutual Funds and Investment Management Conference IV-B-11 (Federal Bar Assoc, and 
CCH Inc., 1995). 

Form N-1A, 17 CFR §274.11A, the mutual fund registration form under the Investment Com- 
pany Act and the Securities Act, 15 U.S.C. §77a et seq, incorporates a two part disclosure format 
consisting of (i) a simplified prospectus, that satisfies the prospectus delivery requirements of 
section 5(bX2) of the Securities Act, 15 U.S.C. 77e(bX2), ana (ii) a statement of additional infor- 
mation, available to investors upon request. A fund's advertisement will satisfy the "substance 
or requirement if information to be included in fund advertisements (but not otherwise required 
to be included in the prospectus) is placed in the statement of additional information and incor- 
porated by reference into the prospectus. 

^Section 3 of H.R. 1495 (creating new section 24(g) of the Investment Company Act). 

41 The advertising prospectus also would be subject to the summary suspension procedures 
under section 10(b) or the Securities Act, 15 U.S.C. |77j(b), permitting the Commission to take 
prompt action to prevent the use or distribution of materially false or misleading advertise- 
ments. The Commission also could require advertising prospectuses to comply witii the same 
standards for calculating performance information included in current advertisements. See rule 
482 under the Securities Act, 17 CFR §230.482. 
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fund investors." 42 The Commission agrees with this assessment and supports this 
initiative. The legislation also would further the Commission's efforts to develop 
shorter, more "investor-friendly" disclosure documents, since advertisements would 
no longer be tied to the contents of a fund's prospectus. 43 The proposal also mav 
increase the amount of information about funds that reaches investors, which 
should, in turn, benefit investors and funds. 

Books, Records and Inspections. Because the success of the investment company 
industry depends greatly on public trust, both the fund industry and the Commis- 
sion agree on the importance of the Commission's inspections program. 44 As the 
Commission and others have noted to Congress repeatedly over the recent past, the 
ability of the Commission to conduct fund inspections has been affected by a scarcity 
of resources. 46 As investors have entrusted more and more of their savings to mu- 
tual funds, as the number and type of funds have proliferated, and as funds have 
invested in increasingly complex financial instruments, including derivatives, the 
Commission's resources to fulfill its responsibilities as a law enforcement agency 
have lagged far behind. The Commission has itself attempted to address this prob- 
lem by utilizing its limited resources more efficiently. In its latest effort, the Com- 
mission consolidated all of its inspection programs into a new office, the Office of 
Compliance Inspections and Examinations. By giving our examination process a 
more unified perspective, we will not only better apply our limited resources, but 
also strengthen and improve the process. 

The Commission believes that more can and should be done to enhance its fund 
inspections program. The provisions of the legislation relating to books, records, and 
inspections would assist the Commission in improving an? making the program 
more efficient. The Commission supports these amendments. 

The Commission inspects investment companies to evaluate compliance with stat- 
utory provisions, assess the accuracy of disclosures made to investors, and review 
internal control systems. Fund examinations promote regulatory compliance by de- 
terring as well as detecting abuses. Our experience has been that most funds under- 
stand the goals and benefits of the inspections program and cooperate fully with re- 
quests for information made by the staff conducting inspections. 

The Investment Company Act permits the Commission to inspect records that 
funds are required to maintain under Commission rules. 46 Under the Act, however, 
the Commission can require a fund to maintain only those records that relate to the 
fund's financial statements. 47 Many matters that could shed light on a fund's oper- 
ations and facilitate more comprehensive inspections, however, may not be reflected 
in records related to the fund's financial statements. 

The legislation would reduce the existing limitations on, and further clarify, the 
Commission's authority to require funds to maintain various records. 48 In so doing, 
the legislation would make the recordkeeping requirements of the Investment Com- 
pany Act similar to those applicable to oroker-dealers and depository institutions 
under the Securities Act of 1934 and thereby strengthen the Commission's inspec- 
tions program. 49 The Commission could use its rulemaking authority to facilitate ex- 
aminations of fund transactions that present novel investor protection issues, such 
as derivative investments, which often are documented in records unrelated to the 
financial statements. 



42 141 Cong. Rec. E868 (Apr. 7, 1995). 

43 See, e.g., Arthur Levitt, Uhairman, SEC, Remarks at the National Press Club, Washington, 
D.C. (Oct. 13, 1994). 

44 See, e.g., Mutual Fund Industry: Hearings Before the Subcomm. on Telecommunications and 
Finance of the House Comm. on Energy ana Commerce, 103rd Cong., 2d Sess. 49 (1994) (state- 
ment of Matthew P. Fink, President, Investment Company Institute). 

46 See, e.g., 1993 Oversight Hearings, supra note 8, 55-57 (prepared statement of Arthur 
Levitt, Chairman, SEC); See also Mutual Fund Industry: Hearings Before the Subcomm. on Tele- 
communications and Finance of the House Comm. on Energy ana Commerce (prepared statement 
of Matthew P. Fink, President, Investment Company Institute). 

^Investment Company Act § 31(b), 15 U.S.C. §80a-30(b). 

47 Section 31(a) of the Investment Company Act, 15 U.S.C. §80a-30(a); rule 31a-l under the 
Act, 17CFR§270.31a-l. 

^Section 4 of H.R. 1495 (amending section 31(a) of the Investment Company Act to require 
investment companies to keep such records as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors). The legislation also would 
amend section 31(b) of the Act to allow examiners to obtain copies of fund records without seek- 
ing a formal order. Consistent with current requirements, the amendments would apply to reg- 
int«red investment companies and certain fund affiliates, including investment aavisers and 
icipal underwriters. 

*See, e.g., sections 17(a) and (b) of the Securities Exchange Act of 1934 ("Securities Exchange 
), 15 U.S.C. 78q(aMb). 
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The legislation seeks to increase the efficiency of the Commission's inspections 
program by clarifying the Commission's authority to specify the format for main- 
taining and providing records to the Commission. 60 The Commission expects to use 
this authority, at least initially, not to require that funds maintain records in a par- 
ticular medium (e.g., on computer disk), but simply to clarify that the Commission 
can request that records maintained by funds in a given medium be provided to the 
Commission in that medium. 

The Commission acknowledges that the authority provided under the legislation 
would enable it to require funds to maintain records in an electronic format. Such 
a requirement, the Commission submits, could significantly improve the efficiency 
of the Commission's fund inspections program. Allowing the staff to review fund in- 
formation electronically prior to commencing on-site inspections, for example, could 
reduce dramatically the amount of staff time spent at a fund's offices, and thereby 
lessen regulatory burdens on funds. 

The Commission recognizes that the benefits of requiring fund records to be kept 
in a particular medium must be balanced against the burdens of such a requirement 
on the fund industry. Moreover, the Commission is acutely aware of the potential 
costs and difficulties new electronic recordkeeping requirements could create for 
funds. The legislation acknowledges these potential concerns by expressly requiring 
that the Commission, in exercising its new recordkeeping authority, seek to mini- 
mize burdens on small entities. The Commission appreciates that recordkeeping re- 
quirements present potential burdens for all funds, large and small, and would exer- 
cise this authority with a view to minimizing burdens on all funds. The fund indus- 
try in the past has acknowledged that the Commission and its staff have been suc- 
cessful in adapting the Act to "a fast-changing marketplace through rulemaking, ex- 
emptive orders and no-action letters." 61 The Commission believes that it can update 
the Act's recordkeeping requirements in the same spirit. 

Reports to the Commission and Shareholders. The significant growth of the fund 
industry underscores the need for the Commission to be able to monitor fund oper- 
ations and investment activities. The Commission currently has the authority to re- 
quire fund reports on a semi-annual or quarterly basis. 62 Under the existing regu- 
latory scheme, the Commission's authority to require prompt reports from funds 
during times of market stress, for example, is limited. Typically, to obtain such in- 
formation, the Commission must await the next periodic filings, initiate inspections, 
or rely on voluntary efforts by the industry. 

The legislation would allow the Commission to improve its access to information 
by authorizing the Commission to specify, by rule, the frequency of fund reporting. 63 
The legislation also would make clear that the Commission has rulemaking author- 
ity to obtain information on fund portfolios and sales and redemption activity, as 
well as other information that may help identify particular funds or patterns of 
events that require closer scrutiny. 64 Thus, rulemaking authority would enable the 
Commission to adapt the content of fund reports to changing market and industry 
conditions. 

The legislation would broaden the Commission's authority to prescribe the content 
of annual reports to fund shareholders. 66 The Commission would be able to require 
annual reports to contain pertinent investor information, such as a fund's invest- 



60 Section 4 of H.R. 1495 (creating new section 31(c) of the Investment Company Act). 

51 1993 Oversight Hearings, supra note 8, 70 (testimony of James S. Riepe, Managing Director, 
T. Rowe Price Associates, Inc.) 

62 Sections 30(a) and (b) of the Investment Company Act, 15 U.S.C. §80a-29(a), -(b). See also 
rule 30bl-l under the Act, 17 CFR §270.30bl-l (requiring funds to file semi-annual reports) 

68 Section 5 of H.R. 1495 (amending section 30(b) of the Investment Company Act). The Com 
mission has similar authority with respect to registered broker-dealers under section 17(a) ol 
the Securities Exchange Act, 15 U.S.C. § 78q(a) (authorizing the Commission to require broker- 
dealers to make and disseminate a broad range of reports). See also section 17(hX2) of the Secu 
rities Exchange Act, 15 U.S.C. §78q(h)(2) (authorizing the Commission, in times of adverse mar- 
ket conditions, to require registered broker-dealers to file reports concerning the financial and 
securities activities of their associated persons) and note 49 supra. 

64 Section 5 of H.R. 1495 (amending section 30(b) of the Investment Company Act to give the 
Commission rulemaking authority to request information that is necessary or appropriate in the 
public interest or for the protection of investors). Existing section 30(b) of the Act limits fund 
reporting to information that is necessary to keep a fund's registration statement current. 

66 Section 5 of H.R. 1495 (amending section 30(d) of the Investment Company Act, 15 U.S.C. 
§ 80a-29(d), which currently limits the Commission's authority to prescribing the content of fi- 
nancial statements contained in annual reports). 
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ment activities underlying its recent performance results. 56 This, in turn, may help 
reduce the length and complexity of fund prospectuses and better inform investors 
of the risks of tneir fund investments. 

As in the case of recordkeeping requirements, the Commission is sensitive to the 
costs and burdens that additional reporting requirements might impose on funds. 
The Commission would exercise its new authority under this provision cautiously. 
The Commission believes that the goals of more efficient oversight by the Commis- 
sion, and more informative shareholder reports, are not inconsistent with reducing 
regulatory burdens on the industry. 

The Commission supports both amendments. 

Unified Fee Investment Company. As the investment company industry has grown 
and diversified, the variety or fees for services related to tuna operations also has 
increased. The legislation would provide sponsors with the alternative of offering a 
mutual fund, termed a unified fee investment company or "UFIC," that would 
charge a single fee. 57 The proposed single fee structure could facilitate cost compari- 
sons among funds, which, in turn, could increase competition and place downward 
pressure on fee levels. The Commission supports the UFIC concept. 

The UFIC envisioned by the legislation would generally have the same corporate 
structure as that of a typical mutual fund, including a board of directors. With lim- 
ited exceptions, all UFIu expenses would be paid from the unified fee or from the 
investment manager's own resources. 58 The fee would be set by the fund's invest- 
ment manager, which could impose no additional sales charges or other fees. To 
make investors aware of the fee paid in connection with their UFIC investment, the 
legislation would require the fee to be prominently disclosed on the cover ot the 
fund's prospectus. The fee could not be changed more frequently than annually and 
only upon adequate notice to shareholders. In addition, to provide a check on the 
amount of the unified fee and the manager's control over the UFIC's operations, the 
legislation would require at least two-thirds of a UFIC's board of directors to be 
independent. The directors would be responsible for approving the management con- 
tract and other key service arrangements. 59 While we cannot say whether investors 
and the fund industry will embrace the UFIC concept, the Commission believes that 
they should have the opportunity to do so. 60 

The UFIC structure contemplated by the legislation preserves many of the Act's 
corporate governance concepts. Some in the fund industry have suggested an ap- 
proach for UFIC-type arrangements that is premised on tne belief that the respec- 
tive rights and obligations of investors and fund managers should be governed by 
a contract rather than the corporate governance structure currently required by the 
Act. 61 Under this approach, a UFIC-type company would not have a board of direc- 
tors, its shareholders would not have voting rights, and its management would not 
be subject to the fiduciary duty provisions of the Act. 62 

These issues may need to be addressed for the UFIC concept to be viable. It may 
be appropriate to develop practical substitutes for the oversight provided by fund 
boards ot directors and tne other investor protection features of the Act's corporate 
governance provisions. The Commission believes that exploring alternatives would 



86 Such rulemaking would be particularly beneficial for the shareholders of closed-end funds 
who, unlike their mutual fund counterparts, receive updates on fund activities only in the form 
of annual reports. 

57 Section 6 of H.R. 1495 (adding new section 66 of the Investment Company Act to give the 
Commission rulemaking authority to implement the UFIC proposal by exempting open-end 
funds from the Act's current provisions governing fund management and distribution Tees). 

56 A UFIC would pay its own taxes, interest and brokerage commissions associated with its 
portfolio transactions, and fees of the fund's independent directors and experts engaged on their 
behalf. UFICs also would pay any extraordinary expenses associated with their operations, so 
that the unified fee could be based on reasonable expectations of fund operating expenses. 

69 The board would have to determine that the unified fee paid under the management con- 
tract is not unconscionable or so grossly excessive as to constitute a waste of corporate assets 
under state law. 

60 At least one fund complex, Twentieth Century Investors, Inc., currently imposes a single 
fee. 

61 See Protecting Investors Report, supra note 7, at 282-288; Stephen K. West, Address 
at the General Meeting of the Investment Company Institute (May 1, 1980) (suggesting sim- 
plified governance and fee arrangements would be more flexible for a manager ana more com- 
prehensible to investors). It has been suggested by others, however, that the UFIC corporate 
governance requirements included in the legislation should be strengthened. Pat Regnier, If It 
Ain't Broke..., 25 Morningstar Mutual Funds 8, Aug. 18, 1995, at §2. 

62 Section 36(b) of the Act, 15 U.S.C. §80a-35(b), imposes a fiduciary duty on a fund's invest- 
ment adviser with respect to the amount of compensation the adviser and its affiliates receive 

the fund and its shareholders. While the legislation contemplates that a UFIC would not 
to section 36(b), it also requires that the UFIC's board determine that the compensa- 
o the UFIC manager is not unconscionable or grossly excessive. 
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be worthwhile, and looks forward to working with the Subcommittee if it determines 
to further refine this proposal. 

Investment Company Names. In selecting mutual funds, investors often focus on 
a fund's name as a way of determining its investment objective and level of risk. 
As some commentators have suggested, relying solely on a fund's name in making 
an investment may prevent investors from fully appreciating the fund's risks and 
objectives. 63 To address this issue, the Commission nas undertaken a number of ini- 
tiatives to educate investors about the pitfalls of relying on a fund's name in making 
an investment decision. 64 The Commission also believes that investor protection con- 
cerns may be raised by fund names that, for example, include the word "govern- 
ment," "guaranteed," or "insured." Such names may in some cases cause investors 
to conclude, incorrectly, that their investments are guaranteed by state or federal 
governmental authorities. 

Although the Investment Company Act currently prohibits funds from using mis- 
leading or deceptive names, the means provided in the Act for enforcing this provi- 
sion are antiquated. The Act requires the Commission to find, and declare by order, 
that a fund's name is deceptive or misleading, and then bring an action in federal 
court to enjoin the use of the name. 66 This process is cumbersome and has been 
rarely used by the Commission. The legislation would give the Commission a more 
effective and efficient means of addressing deceptive or misleading fund names by 
authorizing the Commission to address these practices by rule. 66 The Commission 
supports this amendment. 

Private Investment Companies and Qualified Purchaser Pools. The Investment 
Company Act excepts from registration and regulation under the Act any fund that 
has no more than 100 investors and does not publicly offer its securities. 67 The 100 
investor limit and the public offering prohibition both are designed to ensure the 
private nature of the fund so that federal regulation is not warranted. The legisla- 
tion would simplify the "private" fund exception, as well as create a new exception 
from Investment Company Act regulation for funds whose shareholders are all high- 
ly sophisticated investors. 

Amendments to the Private Fund Provision. The legislation would simplify the 
complex test now used to calculate a private fund's 100 investor limit. 68 Under the 
current test, a private fund may have to include within the 100 investor limit the 
shareholders of certain corporate investors in the fund. 69 In practice, private funds 
avoid application of this 'look through" provision by restricting corporate invest- 
ments to less than 10% of their securities. The legislation would simplify the private 
fund exception by no longer requiring private funds to count the underlying share- 
holders of their corporate, non-investment company investors under any cir- 
cumstances. Such investors are unlikely to be mere conduits intended to enable a 
private fund to have indirectly more than 100 investors. The legislation, however, 
would effectively limit participation in private funds by a registered investment 
company, another private pool, or a new qualified purchaser pool (discussed below) 
to no more than 10% of any one private fund's voting securities. 70 

Qualified Purchaser Pool Provision. The legislation would create a new exception 
from registration and regulation under the Act for investment pools whose snare- 
holders are all highly sophisticated, "qualified purchasers." 71 These new pools would 



63 See Carole Gould, When the Title Doesn't Tell the Story, N.Y. Times, Jan. 22, 1995, at 14. 

64 Chairman Levitt has addressed fund names in a number of "town meetings" with investors. 
See, e.g., Arthur Levitt, Chairman, SEC, Remarks at Investors' Town Meeting at the Houstonian 
Hotel, Houston, TX (Apr. 12, 1995). 

66 See section 35(d) of the Investment Company Act, 15 U.S.C. §80a-34(d). 

66 Section 7 of H.R. 1495 (amending section 35(d) of the Investment Company Act). The judi- 
cial enforcement provision in current section 35(d) would be eliminated since the Commission 
could use the cease and desist authority in section 9(f) of the Act, 15 U.S.C. §80a-9(f), and the 
general enforcement authority in section 42(d) of the Act, 15 U.S.C. §80a-41(d), to preclude the 
use of a misleading fund name. 

67 Investment Company Act § 3(c)(1), 15 U.S.C. §80a-3(cXD. 

68 Section 8(a) of H.R. 1495 (amending section 3(cXD of the Investment Company Act). 

89 The requirement to "look through" certain corporate shareholders to their underlying inves- 
tors applies when a corporate shareholder acquires 10% of a private fund's securities and also 
has invested 10% of its assets in one or more private funds. 

70 See also infra note 71 regarding additional technical amendments. 

71 Sections 8(a) and 8(b) of H.R. 1495 (creating new section 3(cX7) of the Investment Company 
Act as the exception for qualified purchaser pools, and new section 2(a)(51) of the Act that would 
define the term "qualified purchaser" for purposes of the new provision). 

Section 8(a) of H.R. 1495 also would make technical amendments to sections 3(cXD and 
3(a)(3) of the Investment Company Act, 15 U.S.C. §§80a-3(cXl), -(3XaX3). These include restric- 
tions on the acquisition of a registered fund's securities by private and qualified purchaser pools 



Digitized by 



Google 



16 

not be prohibited from publicly offering their securities or required to limit the num- 
ber of their investors. 72 The qualified purchaser alternative would recognize that fi- 
nancially sophisticated investors are in a position to appreciate the risks associated 
with investment pools that do not have the Investment Company Act's protections. 73 
These investors generally can evaluate on their own behalf matters such as the level 
of a fund's management fees, governance provisions, transactions with affiliates, in- 
vestment risk, leverage, and redemption rights. 

The legislation would define a qualified purchaser as any natural person who 
owns at least $10 million in securities, or any person (e.g., an institutional investor) 
that owns and manages on a discretionary basis at least $100 million in securities. 74 
The Commission would be able to adopt rules governing the proposed $10 million 
and $100 million statutory standards. 76 

The definition of qualified purchaser under the legislation differs from approaches 
previously considered by this Subcommittee. Under the proposal recommended by 
the Commission and introduced in both Houses of Congress in 1992, the Commis- 
sion would have had sole responsibility to specify, by rule, those persons eligible to 
invest in qualified purchaser pools. 76 A similar proposal subsequently considered by 
the Congress contained the $10 million and $100 million standards, but would have 
given the Commission rulemaking authority to define additional persons as quali- 
fied purchasers. 77 This approach would have codified standards of financial sophis- 
tication and also would have enabled the Commission to respond to changing finan- 
cial conditions or take other appropriate action based on its administrative experi- 
ence with the qualified purchaser exception. In defining any new class of qualified 
purchasers by rule, the Commission would have been required to consider factors 
such as the participants' sizeable net worth, extensive knowledge and experience in 
financial matters, substantial amount of assets owned or under management, and 
relationship with the issuer. 

The Commission believes that the preferable approach in crafting a qualified pur- 
chaser exception from the Act would be to provide the Commission with rulemaking 
authority to define the class of investors eligible to participate in the new pools. The 
Commission understands that the qualified purchaser exception is designed only for 
highly sophisticated investors, and would support incorporating standards in this 
provision that would limit its authority to define additional classes of qualified pur- 
chasers. Nonetheless the Commission recognizes that Congress may determine that 
the Commission should not have this authority, and supports this amendment even 
in the absence of such authority. 

Proposed Provisions and Hedge Funds. Some commentators have suggested that 
the principal effect of the proposed changes to the Act's private fund exception and 
the proposed qualified purchaser pool exception would be to provide additional relief 



and a provision that would prevent investment companies from avoiding regulation under the 
Act by establishing private funds or qualified purchaser pools. 

72 The Commission anticipates that, although they would not be prevented from conducting 
registered offerings under the Securities Act, these pools would be unlikely to conduct such of- 
ferings in view of the sophisticated nature of their investors. See the "private offering" exemp- 
tion in section 4(2) of the Securities Act, 15 U.S.C. §77d(2), and the related safe harbors of Reg- 
ulation D thereunder. 

73 This approach is consistent with other federal securities law provisions that are based, in 
part, on the financial sophistication of investors. See section 4(6) of the Securities Act, 15 U.S.C. 
§77d (accredited investors), rule 144A under the Securities Act, 17 CFR §230.144A (qualified 
institutional buyers), and rule 205-3 under the Investment Advisers Act of 1940, 17 CFR 
§275.205-3 (sophisticated clients). 

74 Since all pool participants would have to be highly sophisticated, any time an institutional 
purchaser (e.£., an investment adviser) invests on behalf of another person (e.g., an individual 
client or an investment partnership) that person would also have to meet the qualified pur- 
chaser standard. 

76 The Commission could use its rulemaking authority, for example, to determine the types 
of securities eligible for consideration in satisfying the $10 million and $100 million securities 
tests, when securities under the discretionary management of a subsidiary could be considered 
those of the parent, or the circumstances under which the partners of an investment partnership 
would not meet the qualified purchaser standard. 

76 See The Small Business Incentive Act of 1992, S. 2518, 102d Cong., 2d Sess. (1992); H.R. 
4938, 102d Cong., 2d Sess. (1992). 

77 See The Small Business Incentive Act of 1993, S. 479, 103d Cong., 1st Sess. (1993); The 
Small Business Incentive Act of 1994, H.R. 4858, 103d Cong., 2d Sess. (1994). According to the 
Senate report, the $10 million and $100 million eligibility standards were included in response 
to concerns expressed by the Investment Company Institute regarding participation in the new 
pools by unsophisticated investors. Senate Comm. on Banking, Housing, and Urban Affairs, 
Small Business Incentive Act of 1993, S. Rep. No. 166, 103d Cong., 1st Sess. 8-9 (1993). 
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from the Act for "hedge funds." 78 Many other types of pooled vehicles, however, use 
the existing private fund exception and could use the new exception contained in 
the legislation. These investment pools include venture capital funds, acquisition ve- 
hicles, and structured financing mechanisms. 

It is difficult for the Commission to assess the potential effects that the legislation 
will have on hedge funds. The term "hedge fund" has come to be used to refer to 
a variety of pooled investment vehicles that are not registered under the federal se- 
curities laws and are therefore not subject to the reporting obligations applicable to 
public corporations, investment companies, or broker-dealers. 7 ** Hedge funds typi- 
cally are operated to comply with the private investment company exception so that 
they will be exempt from regulation under the Investment Company Act. Interests 
in hedge funds typically are sold privately to sophisticated, high net worth individ- 
uals in ways that do not require registration of the interests under the Securities 
Act. 80 Thus, no precise figures are available regarding the number of hedge funds 
that are active in U.S. markets or the total value of assets under their manage- 
ment. 81 The Commission receives limited information regarding the activities of var- 
ious large market participants, including some hedge funds, through reports filed 
in connection with the acquisition of certain equity securities issued by publicly 
traded companies, and reports filed by managers exercising investment discretion 
over accounts having $100,000,000 in equity securities. 82 This information, however, 



78 See Small Business Incentives: Hearings on S. 479 Before the Subcomm. on Telecommuni- 
cations and Finance of the House Energy and Commerce Comm., 103rd Cong., 2nd Sess. (1994). 

79 The term "hedge fund" is not defined or used in the federal securities laws, and has no pre- 
cise legal definition. The relatively scarce information publicly available about hedge funds sug- 
gests that, like other market participants, they vary widely in size, trading strategies, degrees 
of leverage, and market influence. Some control relatively small amounts of capital and, like 
many individual investors, pursue conservative buy and hold strategies. Others are more active, 
using investment techniques such as arbitrage, leveraging, and hedging. These more active 
hedge funds also trade in a broad range of financial products, including equities, government 
securities, commodities, financial futures, options, foreign currencies, and derivatives. 

80 See supra note 72. Hedge funds also claim an exclusion from registration as securities deal- 
ers under section 15(a) of the Securities Exchange Act, 15 U.S.C. §78o(a), based on the "trader" 
exception to the definition of "dealer." In general, a trader is an entity that trades securities 
solely for its own investment account and does not carry on a public securities business, while 
a dealer buys and sells securities as part of a regular business, deals directly with public inves- 
tors, engages in market intermediary activities, and also may provide other services to investors. 
See, e.g. t Davenport Management, Inc. {pub. avail. Apr. 13, 1993); Louis Dreyfus Corp. {pub. 
avail. July 23, 1987). 

81 A recent article about hedge funds stated that "[tjhere are at least 1,500 U.S. hedge funds, 
with some estimates running as high [as] 3,000 — about the same number of mutual funds that 
were in existence in 1981." Jaye Scholl, Hedge Funds Abhor a Vacuum, Barron's, July 10, 1995, 
at 16. Older press accounts give significantly lower estimates of the number of hedge funds. 
Kate Rakine & Helen Dunne, Burnt Fingers on Passing the Buck in the Hedge Fund Thicket, 
Daily Telegraph, Mar. 5, 1994, at CI (reporting that there are 800 hedge funds with $75 bil- 
lion in assets under management); Sara Webb & Tracy Corrigan, Hedge Funds Hog the Lime- 
light, Fin. Times, Mar. 5, 1994, at 10 (reporting that there are hundreds of hedge funds, many 
of which have $2 million or less in assets under management); Earl GottschaUc, Look Before 
Taking Leap Into Hedge Funds, Wall St. J., Jan. 7, 1994, at Cl (reporting that there are 800 
to 1,000 hedge funds with $40 billion in assets under management). 

Several recent press reports also have indicated that certain larger hedge funds are returning 
assets under management to investors. Peter Truell, Hedge Fund Returns Cash to Investors, 
N.Y. Times, June 9, 1995, at D3; Laura Jereski, Kovner, Surprising Wall Street, Is Disbanding 
U.S. Hedge Fund, Wall St. J., June 9, 1995, at Cl. 

82 Section 13(d) of the Securities Exchange Act. 15 U.S.C. §78m(d), and Rule 13d-l(a) (17 CFR 
§240.13d-l(a)) thereunder require any person, who after acquiring directly or indirectly the ben- 
eficial ownership of any security registered under section 12 of the Securities Exchange Act, is 
directly or indirectly the beneficial owner of more than 5% of such class, to file a Schedule 13D 
with the Commission within 10 days of such event. Certain persons, however, including reg- 
istered broker-dealers, banks, insurance companies, registered investment companies, registered 
investment advisers, and employee benefit plans, that acquire such holdings in the ordinary 
course of business and without the purpose of changing or influencing the control of the issuer, 
are eligible to file a short form statement on Schedule 13G within 45 days after the end of the 
calendar year in which the reporting obligation arises. Rule 13d- 1(b)(1) under the Securities Ex- 
change Act, 17 CFR § 240.13d- KbXD. 

Section 13(0 of the Securities Exchange Act, 15 U.S.C. § 78m(f), requires "institutional invest- 
ment managers" exercising investment discretion with respect to accounts having $100,000,000 
or more in eauity securities on the last trading day of any month to file a Form 13F with the 
Commission. This information, however, only is required to be filed on a quarterly basis. "Insti- 
tutional investment manager" is defined to include any person (other than a natural person) 
investing in or buying and selling securities for its own account, and any person exercising in- 
vestment discretion with respect to the account of any other person. 

Continued 
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does not reveal much about the trading activities of hedge funds or ways in which 
they raise capital. 

Because hedge funds are, by their very nature, not highly visible participants in 
the capital markets, the Commission is not in a position to assess the opportunities 
for growth that the legislation would afford hedge funds. Along with other invest- 
ment pools, a hedge fund would be able to rely on either the amended private in- 
vestment company exception or the new qualified purchaser provision. A hedge fund 
using the new qualified purchaser exception would be limited to investors that meet 
the legislation's high standards of financial sophistication, and a hedge fund relying 
on the amended private investment company provision would remain limited to 100 
investors and could not publicly offer its securities. 

Funds of Funds. A "tund of funds" arrangement arises when one fund (the "ac- 
quiring fund") invests substantially all of its assets in other funds (the "acquired 
funds'^. Certain tvpes of fund of funds have been popular with investors recently, 
it would appear, because they offer investors a way to diversify their fund invest- 
ments through a single, professionally managed portfolio. 83 In order to operate, how- 
ever, these funds have generally required exemptive relief from the Investment 
Company Act because the Act, with certain exceptions, places restrictions on a 
fund s investment in other funds. 84 Under the Act, a fund may not acquire more 
than 3% of another fund's voting stock, and may not invest more than 5% of its as- 
sets in any one fund. In addition, a fund's investments in all other funds may not 
exceed, on an aggregate basis, more than 10% of its assets. 

These restrictions were enacted in 1970, and were intended to protect investors 
from the potential harm resulting from complicated pyramid structures. 86 In par- 
ticular, Congress and the Commission were concerned:, at that time, that fund of 
fund arrangements could result in excessive layering of fees and present opportuni- 
ties for abuse of control arising from the concentration of voting power in the acquir- 
ingfund. 86 

The Commission has recently granted individual exemptions from the Investment 
Company Act's restrictions to fund of fund arrangements that operate under condi- 
tions designed to address the concerns upon which the restrictions were premised. 87 
The legislation would incorporate certain of these conditions and would enable fund 
of funa arrangements that comply with those conditions to be offered without ob- 
taining prior exemptive relief from the Commission. 

The legislation would exempt mutual funds from the Investment Company Act's 
restrictions on fund investments if they invest substantially all of their assets in 
other mutual funds in the same group, or "family," of funds. 88 The legislation would 



Reporting also is required under the Large Option Position Reporting ("LOPR") system, estab- 
lished in 1973 by the various options exchanges. The LOPR system requires reporting by broker- 
dealers to the exchanges of the establishment and net change in large option positions, and is 
designed to monitor compliance with exchange position limits and to detect excessive short un- 
covered option positions. Likewise, the Commodity Futures Trading Commission requires large 
position reporting identifying the positions of large traders in specific futures contracts. See sec- 
tion 4i of the Commodity Exchange Act, 7 U.S.C. §6i. 

88 Two funds of funds that commenced operations in 1985 and 1989, respectively, for example, 
have aggregate assets of approximately $6.3 billion and approximately 400,000 aggregate share- 
holder accounts. See infra note 87. The Commission recently has received applications from sev- 
eral other funds requesting exemptive relief to operate as funds of funds. It appears that the 
popularity of these arrangements is part of a trend in which investors are increasingly inter- 
ested in asset allocation products, such as wrap accounts and mutual fund wrap accounts. In 
a wrap fee program, the client typically is provided with portfolio management, execution of 
transactions, asset allocation, and administrative services for a single fee based on assets under 
management. Mutual fund wrap fee programs provide similar services, but the client account 
is invested only in mutual funds. 

"Sections 12(dXlXA)-(C) of the Investment Company Act, 15 U.S.C. §80a-12(dXlXAMC). Sec- 
tions 12(d)(lXE) and (F) provide exemptions from these restrictions for funds that invest only 
in one other fund {e.g. , master-feeder arrangements, discussed at supra note 28 and accompany- 
ing text) and for funds that do not acquire more than 3% of the total outstanding stock of any 
one other fund and do not charge sales loads of more than 1 Vi%. 

**See H.R. Rep. No. 1382, 91st Cong., 2nd Sess. 10-11, 23-35 (1970); PPI Report, supra note 
30, at 322. As originally enacted in 1940, section 12(dXD contained certain prohibitions on fund 
of fund arrangements. The 1970 amendments provided for additional prohibitions. H.R. Rep. 
NO. 1382. 

86 See H.R. Rep. No. 1382; PPI Report, supra note 30, at 322. 

87 See, e.g., T. Rowe Price Spectrum Funa, Inc., Investment Company Act Release No. 21371 
(Sent 22, 1995) (Notice), Investment Company Act Release No. 21425 (Oct. 18, 1995) (Order); 
v «' ard Star Fund, Investment Company Act Release No. 21372 (Sept. 22, 1995) (Notice), In- 
.ont Company Act Release No. 21426 (Oct. 18, 1995) (Order). 

Jection 9(2) of H.R. 1495 (adding new section 12(d)(lXG) to the Investment Company Act), 
legislation would define a "group of investment companies" as any two or more mutual 
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allow an acquiring fund to invest in short-term paper so that the fund has sufficient 
liquidity to meet redemption requests. To prevent overly complex arrangements, 
however, an acquiring fund would not be permitted to invest in another fund of 
funds. 89 

To prevent the payment of excessive sales loads and other distribution-related 
charges in the fund of funds context, the legislation would limit the sales charges 
that may be imposed (directly or indirectly) on an acquiring fund's investors. The 
legislation contains two alternatives that would address sales charges. The first al- 
ternative would allow either the acquiring or the acquired fund, but not both, to im- 
pose sales charges. The second alternative would allow sales charges to be imposed 
by both the acquiring and acquired funds so long as the charges, taken together, 
comply with applicable rules of the National Association of Securities Dealers, Inc. 
concerning sales charges. 90 The Commission believes that the first alternative, 
which would restrict sales charges to one fund (acquiring or acquired), is unneces- 
sarily restrictive. The second alternative would address excessive sales charges 
while providing flexibility to the acquiring fund, the acquired fund, or both, to as- 
sess sales charges. 

The legislation would not address other fees that may be charged, directly or indi- 
rectly, to an acquiring fund's investors, but we do not believe that it is necessary 
for the legislation to do so. The Commission would be able to use its authority under 
the Securities Act to require full disclosure about the acquiring fund's structure. The 
Commission, for example, would be able to address the potential for excessive 
layering of advisory fees by requiring an acquiring fund to disclose in the prospectus 
fee table the cumulative advisory fees paid by the acquiring and acquired funds. 

The legislation would require an acquiring fund to comply with the pass-through 
and echo voting procedures that the legislation would make applicable to registered 
feeder funds. 91 In its recent exemptive orders, however, the Commission has not re- 
quired an acquiring fund to use these voting methods. The Commission believes that 
specifying the voting method in this manner is unnecessary for investor protection 
and that the acquiring fund's board of directors is in the best position to select the 
type of voting procedure to be used by the acquiring fund. 92 The Commission, there- 
fore, recommends that the provision regarding voting be deleted from the legisla- 
tion. 

Under the legislation, the Commission would have the authority to adopt rules 
to fill any gaps in investor protection or to address any abuses arising in connection 
with the new fund of funds exemption. The legislation also would give the Commis- 
sion the authority to exempt by rule or order any person, security or transaction 
from the Investment Company Act's restrictions on fund of fund arrangements. 93 
The Commission, for example, could use this authority to issue a rule exempting ar- 
rangements that involve funds that are not part of the same fund family or that 
otherwise do not fall within the new exemptive provision. The legislation would ex- 
pand the scope of the Commission's existing exemptive authority under the Invest- 
ment Company Act by permitting it to grant relief from the Act's restrictions on 
fund of fund arrangements if and to the extent the exemption is consistent with the 
protection of investors. 94 This new authority would clarify that the Commission 



funds that hold themselves out to investors as related companies for purposes of investment and 
investor services. 

89 New section 12(dXD(GXiv) would require an acquired fund to have a fundamental policy 
prohibiting it from investing in the shares of other funds in reliance on paragraphs (F) or (G) 
of section 12(dXl). 

90 Section 26(d) of the NASD Rules of Fair Practice addresses investment company sales 
charges. NASD Manual (CCH) 1 2176. 

91 See supra note 29 and accompanying text. 

92 Mandatory pass-through voting could be potentially burdensome for an acquiring fund that 
invests in a large number of other funds. Additionally, an acquiring fund's board of directors 
may determine that echo voting procedures (that is, voting the shares of the acquired fund held 
by the acquiring fund in the same proportion as the votes cast by the acquired fund's other 
shareholders) would not give the acquiring fund's shareholders adequate participation in mat- 
ters submitted for shareholder approval by an acquired fund. 

98 Section 9(3) of H.R. 1495 (adding paragraph 12(dXlXJ) to the Investment Company Act). 
This authority would extend not only to exemptions from the Investment Company Act's restric- 
tions on fund investments, but also to master-feeder and other fund of fund arrangements al- 
lowed under section 12(dXD. See supra note 84. 

94 See section 6(c) of the Investment Company Act, 15 U.S.C. §80a-6(c) (giving the Commission 
broad authority to exempt, by rule or order, any person from the provisions of the Investment 
Company Act, if and to the extent that the exemption is necessary or appropriate in the public 
interest and consistent with the protection of investors and the purposes fairly intended by the 
policy and provisions of the Investment Company Act). 
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could place greater emphasis on the costs and benefits resulting from such an ex- 
emption. 

The Commission supports the proposed fund of funds amendments, although the 
provisions addressing affiliated fund of funds may not be necessary in view of the 
approach taken by the Commission in its recent exemptive orders. If this provision 
is retained, as noted above, we recommend leaving the selection of the type of voting 
procedures used in these arrangements to the discretion of an acquiring fund's 
board of directors. The Commission supports the provision that would clarify the 
Commission's exemptive authority to address other fund of funds arrangements. 

IV. CONCLUSION 

The Commission appreciates this opportunity to assist the Subcommittee in recon- 
sidering certain provisions of the Investment Company Act. The Commission strong- 
ly supports the Subcommittee's goal of improving and modernizing investment com- 
pany regulation. The Investment Company Act has served investors and the fund 
industry well for many years, but changes can and should be made. The Investment 
Company Act Amendments of 1995 will improve and modernize the framework of 
investment company regulation. As this legislation progresses, the Commission 
stands ready to work with the Subcommittee and its staff to meet our shared goals 
of protecting investors and fostering the successful, efficient, and safe operation of 
the fund industry. 

Mr. Fields. You were almost as brief as people giving their open- 
ing statements. 

We appreciate that statement very much and also appreciate the 
fact that you and Chairman Levitt have worked with this sub- 
committee not only on this legislation but in other matters and also 
appreciate many of the reforms that are coming from the Commis- 
sion. I think Chairman Levitt is doing a great job. 

Let me ask you specifically, while I was going over your testi- 
mony last night on page 9 of your testimony, I don't know if you 
have your full testimony there with you but, at the top of the page, 
you talk about — and I am not going to read the entire sentence, it 
is in the first paragraph. We have concerns about the potential ef- 
fects of an amendment that would change the vote of fund share- 
holders required to approve certain actions taken by a fund. 

What are your concerns and what are the actions that you are 
particularly concerned with? 

Mr. Barbash. You refer to a proposal in the legislation to change 
the definition of "majority vote" that is currently in the Investment 
Company Act. That majority vote provision requires a certain vote 
to be made by fund shareholders on certain matters such as, for ex- 
ample, approving an advisory agreement. 

Under the Investment Company Act as currently written, the 
majority vote provision has the effect of requiring at least 33.5 per- 
cent of the outstanding voting securities of the fund's shareholders 
to vote in favor of a particular measure for the measure to be 
adopted and made applicable to the fund. 

The proposal would change the voting requirement and require 
that there be a quorum, a majority of the outstanding shares at 
every meeting. If there is a quorum present, the vote required to 
pass a matter would be a majority of those shareholders voting on 
a particular matter. The problem that the investment company in- 
dustry has experienced recently is that many shareholders vote by 
proxy or appear at the meeting by proxy but don't vote on specific 
matters. The result is that you could have a quorum, because the 
requisite number of outstanding shares are present at the meeting, 
but their nonvote on a specific matter is counted as a negative vote 
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under the majority vote provision of the Investment Company Act. 
This makes it much more difficult to obtain the required vote. 

We are concerned that the proposal would take the effective vote 
for approving certain matters from 33.5 percent of outstanding 
shares down to some significantly lower number. For example, if 
you had a situation where only 20 percent of the fund's outstanding 
shares were present and voting on a particular matter, that would 
mean just over 10 percent of the aggregate of the fund's sharehold- 
ers could approve a significant matter such as an investment advi- 
sory agreement. 

We are concerned, given the historical importance of shareholder 
voting to the Investment Company Act, that that may be too low 
a threshold. What would deal with our concerns, I think, is a great- 
er showing that shareholders do not care about the vote. We are 
not clear that fund shareholders generally don't care about their 
voting rights. If they do they may feel that the effect of this provi- 
sion would be to dilute an important protection. 

Mr. Fields. I think, conceptually, philosophically, many of us 
would agree with you but it does seem that there is a problem with 
what has been called the broker nonvote. I guess what we would 
be very interested in is if you have any additional comment that 
you might give the subcommittee on this particular matter. 

Mr. Barbash. It is clear that the broker nonvote is a problem. 
It is a situation where brokers are given authority over proxies but 
under existing rules don't have the authority to vote the proxies in 
favor of the proposal. The shares reflected by the broker's proxy 
count toward meeting the quorum requirement but can't be used 
in support of a particular matter. 

We acknowledge the existence of this problem. Indeed, we would 
acknowledge that some of the trends in the industry may make 
broker nonvoting more of a problem. Some of the brokerage firms 
have created so-called no-load investing programs and, as part of 
that, they tend to hold more proxies. I think that has the potential 
in the future to cause more oi a problem for the industry. 

As I was saying before, however, we are not sure whether there 
is data that suggests that shareholders no longer care about voting. 
And before we could get over our concerns, I think we would need 
more information about shareholder views on the voting provisions. 

Mr. Fields. Again, I will be very solicitous in asking for any ad- 
ditional input that the Commission might have. 

The mutual fund industry has been very successful in remaining 
relatively scandal free and in avoiding, you know, widespread in- 
vestor panic even in falling markets. How have mutual funds' in- 
ternal audit and compliance procedures helped to limit scandals 
and problems that might affect investor confidence? 

Mr. Barbash. It is clear that many funds in the industry have 
very substantial compliance programs and the regulatory system 
contemplates that funds will set up systems. In fact, many funds 
do have systems. As a general matter, given the history of the in- 
dustry, one may presume that these systems have been a success- 
ful compliance tool for many funds. 

The fund industry through the Investment Company Institute 
has suggested supplementing existing systems by putting forth to 
us a proposal for a Commission rule that would mandate that 



Digitized by 



Google 



22 

funds create internal compliance systems. We think that is a good 
initiative. We have been working on, and would expect at some 
point in the near future to be coming out with, our own proposal 
building on the industry's proposal. 

Mr. Fields. Thank you very much. 

The Chair now recognizes the gentleman from Massachusetts, 
the distinguished Ranking Member, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman, very much. 

Mr. Barbash, what are your greatest concerns about the mutual 
fund industry? Where are the problems? 

Mr. Barbash. I would point to two potential problems. One re- 
lates to the nature of fund investors. We have seen tremendous 
growth in the mutual fund area over the course of the last 10 or 
15 years. Many investors are new to the fund industry, new to the 
fund business, new to investing in funds, and we are concerned 
that they may not fully appreciate what it means to invest and 
what it means to have an investment in a market that is not con- 
tinually going up. 

That is the underlying rationale for our trying to enhance the 
ways in which funds communicate with investors, to encourage 
funds to communicate information in a manner that will be under- 
stood by investors. We have also tried to improve investor under- 
standing by concentrating on various investor education initiatives 
such as brochures and investor "town meetings." Our concern is 
whether investors know enough about investing. 

We are also concerned about increased competition in the indus- 
try. We think competition is good. We worry, however, whether 
competition will cause funds to cut corners, not be as compliance- 
oriented as they have been in the past. 

Mr. Markey. And how does the growth of your staff match 
against the growth of the funds in the country over the last decade 
or so? 

Mr. Barbash. Clearly, during the course of the last 10 or 15 
years, our staff has increased but our staff has not increased to 
match the growth of the fund business. Within the course of the 
last 10 or 12 years, our staff has increased 100 percent. We have 
gone from roughly 200 people involved with the investment com- 
pany program to 400. That is a significant increase; we acknowl- 
edge that. 

The fund industry, in terms of assets, has increased almost a 
thousand percent over the course of the last 10 or 15 years. 

Mr. Markey. What would the effect of a 10 percent cut in your 
budget mean in terms of your ability to do your job? 

Mr. Barbash. If we were to face a 10 percent cut, we would re- 
view fewer disclosure documents, we would not be able to attend 
to rulemaking matters as quickly as we would like and our func- 
tions generally across the board would need to be cut back. 

Mr. Markey. We received testimony from one hedge fund that 
has raised the question of whether the current 100 investor limit 
can be modified so that some of the hedge fund's own employees 
could have a stake in the fund. I would like to know whether your 
own division has ever considered this question and what your view 
of it is. 
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Mr. Barbash. We have not, as yet, had the question presented 
to us formally. I think we would be receptive to hearing arguments 
as to why hedge fund employees should be counted or not counted 
toward the 100 shareholder limit. 

Mr. Markey. Is there a problem with it? From an initial review 
of the subject, in terms of aligning the interests of the managers 
with the interests of the investors, by having them part of the 
same 

Mr. Barbash. A question can be raised that if you allow employ- 
ees to participate in a fund, without regard to the 100 shareholder 
limit, you may be tilting the balance toward the insiders as op- 
posed to the outside investors. The Investment Company Act ex- 
emption, though, presumes that those "outside" investors partici- 
pating in a hedge fund or private fund can generally fend for them- 
selves so you would have to weigh the concern raised by increased 
employee participation against whether the outside investors can 
protect and fend for themselves. 

Mr. Markey. Now, some written testimony submitted to the sub- 
committee suggested that the qualified purchaser exemption pro- 
vided for in the bill could be rendered moot if proposed tax regula- 
tions go into effect; specifically it has been suggested that the defi- 
nition could bolster the IRS's argument for treating private place- 
ment partnerships as publicly traded partnerships because the ex- 
emption would allow private investment companies to ignore the 
numerical limit on investors. Do you share that concern? 

Mr. Barbash. I am certainly not a tax expert. I am familiar with 
that proposed regulation. I believe that that regulation, if it went 
through the way it is, could impair the usefulness of the section 
3(c)(7) exemption because you would have hedge funds effectively 
being caught up potentially by a 50 person limit. 

Mr. Markey. I would like to be able to follow up and maybe I 
could ask a couple more questions if we have a little more time. 

Thank you. 

Mr. Fields. We will do a second round. 

The gentleman from Florida. 

Mr. Stearns. Good morning, Mr. Chairman, and good morning 
to the witness. 

I think many of us have bought mutual funds and you got the 

S>rospectus and you start to go through it and you see the different 
iees that are charged and, you know, you realize that some of these 
mutual funds are using fees to use for advertising and that is now 
specified and you go through and look at the fees. 

Under this bill, please describe how the single fee structure or 
a unified fee investment company might increase competition and 
I think that is one of the reasons the committee is looking at it. 
They are saying, OK, if we just have a unified fee and everyone can 
understand what that fee is, both the mutual fund company and 
the customer, then perhaps these fees will start to be competitive 
and come down and there won't be a structure set in place so that 
when you go through the Morningstar and read about the no-load 
versus the load fund and within the no-load they are using the 
12(b), is it the 12(b), and all those things. 

Describe how a unified fee might bring the whole fee structure 
down. 
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Mr. Barbash. The unified fee proposal would provide the ability 
for a mutual fund to operate with a single fee. If that type of ar- 
rangement were to be undertaken by many funds, it might allow 
a clearer representation of the total fees charged by a fund and 
that could facilitate greater across-the-board comparisons of fund 
fees. You referred to different types of fees that are assessed in the 
mutual fund business 

Mr. Stearns. Even within the no-load area, which a lot of people 
say, gee, I have a no-load fund when actually what thev don't real- 
ize within the no-load structure there are two or three fees that the 
company and directors can use to expense and the customer thinks 
he has a no-load fund. 

Mr. Barbash. That's absolutely right. The traditional names, 
"load" and "no-load" funds, as time has progressed, really don't 
have as much meaning as they did maybe 10, 15, 20 years ago be- 
cause of the different kinds of fees that are assessed. If an investor 
is faced with these different fees, he or she has a fairly imposing 
task trying to figure out what the total cost is of investing in one 
fund versus another fund. 

The simplified fee proposal is designed to get at that problem by 
enabling funds to charge just one level of fee that could then be 
compared. Whether, in fact, the proposal is workable, though, de- 
pends on the number of funds that have the incentive to adopt this 
kind of arrangement. Right now, it is possible for funds to have sin- 
gle fees. There is at least one fund group that has a single fee. One 
of the questions is whether the legislation could be enhanced so as 
to cause more funds to want to use this methodology. I think that 
is the issue before us all. 

Mr. Stearns. Just to be a devil's advocate here, for example, if 
a mutual fund like Magellan or let's say Fidelity and Vanguard, 
won't they have an advantage in charging a lower fee than a small 
fund in competing if their unified fee is worked out? 

Mr. Barbash. It is true, generally, that startup funds do have 
startup costs, and may have to charge higher fees to deal with the 
cost of establishing themselves in the fund business. That is a po- 
tential issue. Over time, that problem can be worked out as fund 
sponsors get more assets under management. But you are correct, 
that can be a potential problem. 

Mr. Stearns. You could almost argue the other side of it, that 
the small business had lower overhead but, of course, when you get 
the larger sums of money, $10- to $15 billion and you are compet- 
ing with a fund that is $200 million, then the unified fee structure 
is a lot less for the large one. 

Mr. Barbash. Startup funds do face sizable costs. More and 
more, the industry has become service-oriented and has prided it- 
self in providing shareholders with various services. Those services 
are costly to provide. 

Mr. Stearns. Why should the board of directors of such a com- 
pany be liable for evaluating whether the fees charged by that com- 
pany are excessive if the point is to give investors the tools they 
need to make that determination themselves? 

Mr. Barbash. The theory behind that requirement is to use the 
general corporate governance provisions of the Investment Com- 
pany Act in a different context. It changes the rules somewhat that 
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are applicable to fund directors but it is intended to put a certain 
cap or certain protective device into the mix so that fees will not 
become excessive. 

Mr. Stearns. Let me just change questions here; I've got a little 
more time. 

You state in your testimony that the existing regulatory scheme 
which permits the SEC to require funds to file reports on a semi- 
annual or quarterly basis limits the SEC's authority to require 
prompt reports from funds during times of market stress. Please 
describe the extent to which the SEC has sought to obtain informa- 
tion from investment companies during times of market stress and 
the reasons for which the SEC sought to obtain that information. 

Mr. Barbash. We have, in the past, been faced with different 
market crises from time to time — when Orange County faced its 
bankruptcy, for example, or when interest rates turned in 1994 and 
caused a fair amount of disruptions in certain kinds of mortgage- 
backed securities. And at that time, in order to fulfill our regu- 
latory mandate, we thought it was necessary to obtain information 
about what funds were investing in at that particular time. 

We have, historically, sought that information not only from the 
periodic reports that are filed with us but also through inspections, 
in some instances through enforcement proceedings and in some in- 
stances, funds have provided us information voluntarily. We have, 
in fact, in the past been able to get the information we needed but 
we are concerned that we don't receive it in any systematic way so 
as to be able to react and be ahead of the curve as opposed to be- 
hind it. 

Mr. Stearns. Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The gentlelady from Illinois, Ms. Collins. 

Ms. Collins. Thank you, Mr. Chairman. 

Mr. Barbash, one of the things that this bill purports to do is to 
lift restrictions on the mutual funds investment in other firms. 
Why was it necessary to limit mutual funds from investing in other 
funds. 

Mr. Barbash. You are referring to the so-called "fund-of-funds" 
limitation. That limitation has part of its origin back in the original 
Investment Company Act but it was most significantly revised in 
1970. In general, what happened was during the latter part of the 
1960 , s, you started to see arrangements whereby one particular 
fund was only a holding company. In other words, it didn't invest 
in securities directly; what it did was invest in other types of funds. 
At the time, some of the holding companies, one in particular, had 
a record of trying to exert pressure on underlying funds and tried 
to compel certain payments to be made to the holding company and 
cause the underlying funds to invest one way or another to be more 
in accord with what the holding company wanted as opposed to 
what was in the best interests of the shareholders at large of the 
underlying funds. 

The existing restrictions generally were designed in the 1970's to 
reduce the control that a holding company could have on funds in 
which it invests. What has happened over the course of the last 25 
years is that the holding company structure has been adapted for 
other purposes. Many fund groups have sought to use it as a way 
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to provide an asset allocation service. So, for example, if you were 
going to invest and you didn't feel that you knew enough about 
funds to know whether you should be 40 percent in this kind of 
fund and 60 percent in that, you could be offered an interest in a 
holding company which would, allocate assets for an investor with 
your general investment characteristics. 

These kinds of processes, those kinds of arrangements are con- 
strained by the existing fund-of-funds limits. Essentially, what has 
happened over the course of the last 25 years is that an organiza- 
tional structure that was a problem in the 1960 , s and used for not 
a particularly wonderful purpose is now being used more fre- 
quently for a better purpose, one that could help shareholders. 

Ms. Collins. And the SEC is satisfied that that problem is not 
sufficient to retain those limitations? 

Mr. Barbash. We have been asked administratively to consider 
this issue. In the context in which we have been askea, it has been 
a somewhat easier question. The arrangements we have considered 
involve a fund sponsor that creates a holding company that invests 
in the underlying funds that are also managed by the sponsor. 
Back in the late 1960's you had a holding company investing in un- 
affiliated funds. We think that the affiliated fund-of-funds struc- 
ture is easier to deal with from an investor protection standpoint 
and we have been confident that they could be managed so as not 
to disadvantage investors. As a result, we approved these arrange- 
ments. 

Ms. Collins. I, like most people, have a mutual fund and I feel 
that they are very safe, but have no knowledge about how they are 
supposed to be run because, over the years, mutual funds have 
been deemed to be fairly reliable. So when you are approached on 
your job as I and others have to go into a mutual fund, most people 
readily do that without any more knowledge than I think that I 
have. 

Now, you have expressed a concern about how much investors 
know and don't know about mutual funds. I am talking about indi- 
vidual, private investors. And you say that you think one way this 
bill would help is that it would educate them. You also say there 
would be things like brochures to help educate them. Is that 
enough? 

Mr. Barbash. Clearly, investors need to come to funds willing to 
learn, willing to work at investing. Investing is not necessarily easy 
until you have the proper amount of knowledge. As regulators, we 
try to facilitate better information being sent to investors, more in- 
vestor education, and try to assist or support the industry when it 
creates those kinds of initiatives. But we certainly can't expect that 
we are going to be able to educate everybody. The investor also has 
to work at it. 

Ms. Collins. I see my time is up but I will be back for the sec- 
ond round. 

Thank you. 

Mr. Fields. The gentlelad/s time has expired. 

The gentleman from Oklahoma, Mr. Coburn. 

Mr. Coburn. Thank you, Mr. Chairman. 

Thank you for being here. Under the Investment Company Act 
right now, we can have a company that has under 100 qualified in- 
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vestors and if under the new plan if a company had clients that 
did not meet the criteria of qualified or what do we say qualified 
or a sophisticated investor but wished to take advantage of this 
new PIC and expand its business, would the company either have 
to get rid of those people under the 100 person limit or could they, 
in fact, offer that to both groups and then not come under the SEC 
in terms of either violating the 100 person rule or the qualified in- 
vestor rule? How do you all view that and what is their capability 
to do that? 

Mr. Barbash. The legislation does not formally address that par- 
ticular issue. If Congress were to accept the new section 3(c)(7) ex- 
emption — the sophisticated or qualified purchaser fund — it would 
be reasonable to assume that Congress meant for a fund sponsor 
to be able to rely on either or both exceptions, so I believe that, if 
faced with a question of what a fund sponsor was able to do in that 
situation, our view would be that a fund sponsor could continue the 
existing 100 person fund but also have the ability to create a new 
sophisticated pool. 

We would contemplate there would be separate entities as op- 
posed to a combined entity. In other words, there would be two 
pools that would be able to be run essentially at the same time 
without impairing the ability of either fund to rely on one of the 
exemptions, the 100 person or the qualified purchaser exemption. 

Mr. Coburn. So they could, in fact, invest in exactly the same 
investment vehicles and run one under the 100 person, run one 
under the qualified investor and not be seen as in violation of those 
two? 

Mr. Barbash. I would think that would be a fair interpretation 
of what Congress's intent would be in coming up with the new ex- 
emption, yes. 

Mr. Coburn. Should there be a grandfather clause to allow those 
that are currently under the 100 person limit, whether they are 
qualified investors or not, to convert to this PIC? Should we have 
a grandfather clause for those that are presently under the 100 
person limit? 

Mr. Barbash. I am not convinced that you need a grandfather 
clause. I think that, acknowledging a sponsor could have two funds 
relying on both exemptions, that is one fund relying on one and the 
other fund relying on the other, would be sufficient to address that 
issue. 

Mr. Coburn. One other question I had in terms of the legislation 
that is proposed is the elimination of liability imposition on fund 
directors. Would you comment on that? 

Mr. Barbash. I am not sure I follow which provision you are re- 
ferring to. 

Mr. Coburn. Well, is there a proposal that would limit the liabil- 
ity? 

Mr. Barbash. There is a provision, the UFIC — the unified fee in- 
vestment company provision — which would provide that there is a 
different liability standard for directors in that context as opposed 
to a traditional mutual fund. It would also give us the ability to 
provide an exemption from Section 36(b) of the Investment Com- 
pany Act, which is the provision that governs liability of boards of 
directors and certain others. 
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Mr. Coburn. Do you agree that there should be a different 
standard? 

Mr. Barbash. The theory of the UFIC, where you have one par- 
ticular fee, may support, the idea that the board does not have to 
be held to the same degree of liability. I think we would con- 
template looking at that issue once the UFIC legislation was in ef- 
fect. 

Mr. Coburn. OK. All right, I yield back. 

Thanks. 

Mr. FIELDS. The gentleman yields back the balance of his time. 

The gentleman from Pennsylvania, Mr. Klink. 

Mr. Klink. I thank you, Mr. Chairman. 

Mr. Barbash, I am going to bounce around a little bit. I am going 
to try to fill in a few holes if you would excuse the roller coaster 
ride here. 

First of all, as we have talked about in this subcommittee before, 
any investment companies, anyone selling securities is prone to 
have to deal with a crazy quilt of regulations both at the Federal 
level and 50 different states. What is the SEC's position on dealing 
with the state blue sky laws? 

Mr. Barbash. As the members of the subcommittee are probably 
aware, Chairman Levitt gave a speech last week in which he 
talked about the mutual fund business and how, because the mu- 
tual fund industry is subject to stringent regulation at the Federal 
level, it would seem to be an industry where we might evaluate a 
different role for the states, that is, whether there is a lesser regu- 
latory role for the states. 

I understand that Chairman Levitt is set to testify before this 
subcommittee sometime in the near future and at that point he 
may well be able to fill in the details. 

To date, we have no formal policy statement on that question. 
We have traditionally tried to work with the states. We have ac- 
knowledged the potential burdens on the industry of dealing with 
a set of requirements at the Federal level and at the state level. 

Mr. Klink. Have we heard from the states yet? Are there any 
concerns in regard to the act that is before us? 

Mr. Barbash. We have not. 

Mr. Klink. What is the current confidence level. How would you, 
and I am asking for an opinion now, what is the current confidence 
level that people have, do you think, in this country in investing 
in mutual funds and how would that confidence level change once 
this bill, as written, would be enacted? 

Mr. Barbash. It is hard to answer those kinds of questions be- 
cause I think investors are of all sorts. I think, given the in-flow 
of money to mutual funds, one might presume that investors are 
fairly confident in the industry. I think the question could come up 
as to what would happen in a situation where we had a decline in 
markets over a more extended period of time. That is, what would 
happen in the level of confidence under those circumstances. 

In terms of how the bill would help investor confidence, I think 
the provision that probably has the greatest potential to help build 
confidence is the one dealing with advertising. I think the liberal- 
ization of the advertising rules would afford the industry the oppor- 
tunity to provide better information, more background information, 
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to investors about investing. I think that would be helpful. I think 
that provision could have the beneficial effect of improving con- 
fidence. 

The rest of the provisions tend to be more toning up or fine tun- 
ing of the Investment Company Act and it is hard to really con- 
clude what they would do for investor confidence. 

Clearly, they are all designed not to chip away at the regulatory 
framework and not to take protection away from investors. It is to 
enhance the level of protection, reduce burdens when it is consist- 
ent with investor protection. So it should be at least neutral if not 
somewhat supportive of investors in that regard. 

Mr. Klink. Let me just go back to what my colleague Ms. Collins 
was talking about earlier, the changes in the fund-to-fund that this 
provision would make. 

Clearly from your answer, there was, prior to 1970, a problem. 
My concern, any time we liberalize something like this is there is 
somebody out there, some Jesse James of the mutual fund indus- 
try, that is going to find a way around this. Are you confident that 
we are not opening a door here that is not going to allow a revisit- 
ing of this problem? 

Mr. Barbash. The fund-of-funds provision is fairly circumscribed. 
One of its provisions would effectively put into law an approach 
that we have taken on an individual, case-by-case basis through ex- 
emptive orders. That is what I refer to as the affiliated fund-of- 
funds provision. 

The other provision would essentially enhance our exemptive au- 
thority, so the burden would continue to be placed on us to evalu- 
ate individual fund-of-funds arrangements and conclude that they 
are in the interest of fund shareholders and consistent with the 
purposes of the Investment Company Act so it would not be, willy 
nilly, allowing fund-of-funds to create and multiply. 

Mr. Klink. Mr. Chairman, not being color blind, I see that the 
red light is on. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Georgia, Mr. Deal. 

Mr. Deal. Thank you, Mr. Chairman. 

I would like to ask you a question with regard to the independ- 
ent directors. As I understand, the proposal is that they would not 
constitute a majority of the board rather than the current 40 per- 
cent requirement. Would you explain to me the review of these ad- 
visory contracts at the annual review process that are mandated 
under the act. Can they not just review these advisory — these in- 
vestment advisory agreement contracts at that annual meeting? 
Why is the mandate there? Couldn't they do it otherwise without 
the mandate? 

Mr. Barbash. The mandate that's in the Investment Company 
Act that directors look at the advisory agreement on a periodic 
basis? 

Mr. Deal. Yes. 

Mr. Barbash. The Investment Company Act was adopted at a 
time when the history of funds in the United States had been such 
that funds were changing their investments and the amounts of the 
fees that they were charging their investors on a regular basis. The 
board of directors provisions were designed to essentially check po- 
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tential conflicts of interest or serve as an additional check to exist- 
ing checks in the Investment Company Act on those conflicts of in- 
terest. The requirement that fund boards look at an advisory con- 
tract periodically was added to the statute to enforce the dis- 
cipline — to use the board of directors in an oversight or a watchdog 
function to watch out for the interests of the shareholders. 

Mr. Deal. Let me ask you another question with regard to the 
directors. As I understand it, we are changing the process whereby 
you go through a nomination process rather than the board as a 
whole participating in that process? Explain that distinction and 
what the significance of that distinction is. 

Mr. BARBASH. The provision that you are alluding to in the legis- 
lation would require the independent members of the board to be 
nominated and selected by the other independent directors. That is 
a type of arrangement that is used in many fund complexes today. 
It is in fact contemplated under one of our existing rules. The legis- 
lation supports the view that that would be something of a best 
practice that should be mandated on the industry generally. 

Mr. Deal. Is it mandated that only the independent directors can 
participate in the nomination process? 

Mr. Barbash. It is not currently mandated. Under the bill, they 
would have the responsibility for that activity. 

Mr. Deal. But the others would not participate in the process? 

Mr. Barbash. Well, the others would not under the provision in 
the bill. 

Mr. Deal. What is the reason for that? 

Mr. Barbash. Well, the underlying theory of the provision would 
be that the independent directors would be more independent if 
their selection and nomination were left to the other independent 
directors. 

Mr. Deal. OK, I want to talk just briefly about the fee, the uni- 
fied fee products. As I understand it, we are talking about here not 
allowing the charge of other fees if they are in a process or just 
charging through a compensated broker. Would you explain the dif- 
ference oetween the sales load charges and the other advisory fees 
that I understand are now disallowed; is that correct? 

Mr. Barbash. Well, the proposal in the legislation would allow 
a fund company to have a unified fee but would not contemplate 
the imposition of a sales charge. So this kind of fund would be able 
to pay a fee to its investment adviser for services rendered to the 
fund in selecting investments and monitoring those investments. 

What would not be contemplated are sales charges, which would 
mean that an investor would not be able to pay a charge to a 
broker in the form of a commission in entering this kind of ar- 
rangement. The idea behind that limitation is that the proposal 
does not afford shareholders voting rights that they have in a typi- 
cal mutual fund under the Investment Company Act. The theory of 
the proposal would be to provide investors with the opportunity to 
vote with their feet — that is, leave the fund. The imposition of a 
sales charge could be said to impair the ability of investors to vote 
with their feet by virtue of having paid a sales charge. 

Mr. Deal. Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Washington State, Mr. White. 
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Mr. White. Thank you, Mr. Chairman, and welcome, Mr. 
Barbash. You're nice to come and share some thoughts with us 
today. 

Let me ask you a little bit just in general, what is the Commis- 
sion's sense for how the Investment Company Act is working in 
general? I mean, we all recognize there are some changes that need 
to be made and I understand the Commission recognizes that also. 

Are you dealing with problems on a regular basis that you are 
seeing or is it your sense that this really isn't much of an issue at 
the present time? 

Mr. Barbash. I think as a general matter, the Commission has 
been happy and I think the industry has been happy with the oper- 
ation of the Investment Company Act. The Investment Company 
Act has proved to be one of the best statutory, regulatory devices 
that has been developed over time by Congress. Some might argue 
that the reason for that was the process by which the Investment 
Company Act was created, a joint process between the Commission 
and the industry. The act reflects, perhaps, more industry, more 
outside information of professors, et cetera, than other provisions. 
It was perhaps an historical oddity that that has happened. 

Mr. White. You mean an historical oddity that we produced 
some good legislation is what you are saying? 

Mr. Barbash. I think one of the keys to the Investment Com- 
pany Act, though, is that while it creates a number of flat prohibi- 
tions, it affords the SEC the ability to make administrative judg- 
ments and to provide the industry some flexibility in terms of deal- 
ing with those prohibitions. What this has allowed us to do is to 
keep up with the industry. 

I would compare the Investment Company Act with the Public 
Utility Holding Company Act of 1935, an act over which I also have 
jurisdiction. That is a much more restrictive act with much less 
discretion given to the SEC and now Congress is at a stage where 
it is considering whether to repeal that act and in fact we have 
suggested that a conditional repeal may be an appropriate way to 
go. The Investment Company Act, though, has proved to be adapt- 
able and that has been its strength. 

Mr. White. You would agree with me, though, I take it, that it 
is probably overdue for an update or at least it is time to update 
some of its provisions? 

Mr. Barbash. I think like any law that is 55 years old, it is in 
need of a reconsideration. Some of the provisions were time sen- 
sitive. 

Mr. White. Let me suggest one provision. What about the 100 
person limit that applies to these companies now. Is that some- 
thing that maybe we could modernize and expand a little bit or 
what is your thought on that? 

Mr. Barbash. There is nothing magical about 100. I think if you 
go back and you look at the legislative history, the 100 person limit 
was effectively drawn out of the air; there is nothing special about 
it in other words. So one could go back and look at it and ask 
whether that should be changed, whether there should be an in- 
crease. 

Mr. White. What is your sense? Should it be changed? 
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Mr. Barbash. To the extent there is any legislative history on 
that particular provision, the notion is that the 100 person limit 
was set at that level so as to indicate investors would have control 
over the funds. In other words, it was generally designed to help 
investment clubs, small companies, small groups of people who 
could watch over the control of their funds. One hundred may be 
the right level for that kind of exemption. 

Mr. White. Does the Commission grant exemptions from that 
number now? I mean, do you process a lot of waivers for that? 

Mr. Barbash. As a general matter, we have not provided exemp- 
tions. There have been some interpretations indicating that if the 
100 investor limit was breached due to extenuating circumstances, 
we would not take enforcement actions. But as a general matter, 
we have not granted exemptions. 

The Commission has always had difficulty when Congress has 
imposed a numerical test, granting exemptions from those tests. 
Requests for such interpretations or exemptions need to be consid- 
ered closely. 

Mr. White. If we picked another arbitrary number, say 200, 
would that make an appreciable qualitative difference on the act in 
your sense or 500 or 

Mr. Barbash. It is very hard to assess what the number would 
be. If you were to ask what the effect would be on the industry re- 
lying on an expanded provision, I think it is fair to say that there 
would be more companies relying on the exemption. I think that 
would afford that part of the industry some greater flexibility. 

As I said, there is some question about 100 and there may be a 
difference between 100 and 200 qualitatively with respect to con- 
trol of the fund. We have looked to the notion of a sophisticated in- 
vestor pool as another way of answering the question of whether 
the 100 investor limit is too inflexible and whether there is another 
way to provide flexibility without losing investor protection. 

Mr. White. Thank you and thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The Chair will recognize himself for a second round of questions. 

Mr. Barbash, in your testimony you did not touch upon the Fed- 
eral/state relationship but I want to give you an opportunity to do 
so because the witnesses following you do touch upon that particu- 
lar subject and the Chair would like to enter for the record a 
speech that was given by Chairman Levitt to the North American 
Securities Administrators Association on October 23, 1995, and 
without objection that will become part of the record. 

[The speech follows.] 

Remarks by Arthur Levitt, Chairman, U.S. Securities & Exchange Commis- 
sion, "The SEC and the States: Toward a More Perfect Union" Before the 
North American Securities Administrators Association Conference, Van- 
couver, B.C., October 23, 1995 

Let me begin by congratulating incoming President Dee Harris and President- 
elect Mark Griffin. I also want to thank Phil Feigen for his outstanding leadership 
during a time of change and transition. 

I'd Tike to talk to you today about some of those changes, particularly those set 
in motion by last November's election, and how we might best address them. I want 
to open up a dialogue that is candid, serious, and constructive. It may cause us both 
some discomfort, but I believe we've built up enough trust and good will between 
us to endure a little discomfort. 
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I recognize that these are sensitive subjects. But I come before you as a partner 
and a friend, in the belief that it's better to face tough issues together, than to face 
them apart. 

All of us sense that this is a crucial moment for the securities industry and its 
regulators. If we didn't realize it last November, and if by chance we missed it dur- 
ing the debate over securities litigation reform, there's been no mistaking it since 
the introduction of the Capital Markets Bill by Congressman Fields. 

The SEC and the states had been working in earnest for two years to address 
some of the problems in our dual system of regulation. The proposal for federal pre- 
emption came unannounced, but we've got to look beyond our immediate reaction 
ana ensure that the important questions get addressed. 

This Congress has been characterized by a call for fundamental change. Many of 
its members see a wide gulf between what is, and what should be. 

Both we and Congress have a choice about how to conduct this debate: We can 
engage it forthrightly, and even enthusiastically, in the best American tradition. Or 
we can man the barricades, and fight each other tooth and nail. 

Like you, I believe in the value of vigorous debate. Thomas Jefferson said we need 
a little rebellion from time to time; I now understand more clearly what he meant. 

I've always felt that it's healthy to question your most basic assumptions, and the 
Republican ascendancy has forced all of us to do just that. For the same reason, 
I give credit to Jack Fields: some of the issues he nas raised need to be aired — in- 
cluding, in an age of deeply diminished resources, the duplication of effort between 
state and federal regulators. 

The debate over the respective roles of Washington and the States in securities 
regulation has been proceeding for three-quarters of a century. In 1920, Congress- 
man Edward Dennison proposed a bill under which the federal government would 
have enforced state securities laws. Seventy-five years later, the Fields Bill proposes 
that the states enforce the federal securities laws. The pendulum has swung from 
one extreme to the other. 

At the same time, the current debate has become too pointed, too jpassionate, and 
too polarized. Harsh words are used to cover up soft arguments. Code words like 
"pre-emption" and "states' rights" are lobbed like grenades, setting off alarms that 
drown out responsible dialogue. 

If we do nothing else today, I hope we can help to change the tone of the debate 
from polarized extremes, to one in which reasonable people can disagree, but still 
reason together. We owe it to the citizens we are sworn to serve. 

The truth is that the current system of securities regulation is not the system you 
and I and the Congress would create if we were starting from scratch. Although 
great strides have been made, it won't surprise you that many think our combined 
regulatory structure still looks more like the product of Rube Goldberg, than, of 
Thomas Jefferson. 

This is not a criticism of the states, which do an excellent job of protecting inves- 
tors. And it's not a criticism of the SEC, which does its work well, too. It is a criti- 
cism of the way we come together, or fail to come together. 

When both the SEC and the states have coordinated and cooperated, the system 
has worked. I like to think that's been true of my tenure as Chairman. I don't be- 
lieve that any Commission has been more supportive of the states — and certainly 
no Commission has ever been better supported by the states. 

Our efforts to work better together began soon after I came to the Commission. 
We created coordinating committees and joint meetings which, for the first time 
ever, gave NASAA a role in the SEC's decisionmaking process. Together, we've com- 
piled an enviable record of achievements: Profile prospectuses. Joint sweeps of bro- 
kerage firms and investment advisers. Wrap fee disclosure. Joint training of exam- 
iners. Investor education initiatives. Enforcement matters like the Prudential case. 
And much, much more. 

But by the same token, when the urge to cooperate has been lacking, the system 
has been, at best, dysfunctional— consider, for example, the experience of the Com- 
mission's 1992 Small Business Initiatives. A promising set of initiatives was made 
less successful because of a lack of coordination between us. 

No one has worked harder in the cause of uniformity than NASAA — I recognize 
that, and applaud it. Uniformity is one of your stated goals, and I believe it offers 
us a starting point for a new chapter in the debate — a middle ground on which we 
can build a broader consensus. 

Is there waste and duplication? Of course there is — and by definition, that means 
that at least part of the problem lies with the SEC and SROs. 

In an era when all of our budgets are being cut, we need to cooperate more effi- 
ciently, divide responsibilities more clearly, and use our limited resources more stra- 
tegically. 
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Is the SEC willing to take a hard look at itself as we re-evaluate our respective 
roles? You bet we are — and we will. 

Are the states crucial for investor protection? Unequivocally. State regulators are 
the front line of defense, and you're often the first to identify potential problems, 
before too many investors are harmed. 

We recognize and support your vital role. A few weeks ago, for example, the SEC 
introduced its own site on the part of the Internet known as the World Wide Web. 
One piece of information we made very sure to have up there was the title, address, 
and phone number of every single state regulator. 

You do important work. There are areas in which your role should be expanded — 
examining investment advisers, for example. 

Your programs need to be well-funded. Whether it is filing fees from mutual 
funds, corporate securities, or registration fees from broker-dealers, I believe that 
you should continue to receive the funds you currently receive. The local cop must 
be there walking the beat. 

But at the same time, with a limited number of cops, it's important that we don't 
all walk the same beat. 

I will defend your right to protect investors. But there is no defense for duplica- 
tion; there is no defense for waste; there is no defense for needless burdens on legiti- 
mate businesses. 

If we work at it together, we can come out of this with a better deal for American 
investors, businesses, and taxpayers. 

Besides the limited resources we have for investor protection, there's another com- 
pelling reason to seek a better alignment of state and federal responsibilities: The 
world has remade itself several times over since 1933, and the nature of the securi- 
ties business has changed. Communications technology is far more advanced be- 
cause of computers; international travel and mobility are much easier; and invest- 
ment instruments are more complex. Most importantly, today we are a global mar- 
ket — we are not 52 separate markets. 

One state regulator recently wrote that "The states need to recognize that the in- 
dustry does face a problem of 52 separate jurisdictions, and . . . there is a business 
cost to these regulations." I agree. To force American firms to cope with a regulatory 
jigsaw puzzle with each new offering or product, is to saddle them with a competi- 
tive disadvantage in the global marketplace. 

That regulatory puzzle can also deter foreign firms from listing here, which in 
turn reduces the opportunities available to American investors. This is a competitive 
disadvantage for tne nation. 

The sovereign states of the European Union have agreed that, as of next January, 
an offering of securities approved by one of them, is approved by all of them. Surely 
we should be watching that experiment to see if it holds any lessons for us. 

It's easy to show that the current system is far from perfect. The hard part is fig- 
uring out how to make it better. That's why I applaud NASAA's announcement, 
which you will hear more about shortly, of a blue-ribbon panel to study the relative 
roles of state and federal securities regulation. The panel includes some of the most 
distinguished people in the field. In tight of the fact that a legislative solution is 
already being discussed, I am especially pleased that the panel is committed to a 
six-month time frame. 

In the meantime, let me take this opportunity to raise some ideas about a possible 
middle ground in six key areas of activity — investment advisers; investment compa- 
nies; registration of brokers; broker-dealer examination; registration of corporate se- 
curities; and enforcement authority. I ask you to keep in mind that these ideas con- 
stitute the beginning of a dialogue, not the end. 

INVESTMENT ADVISERS 

Let me start by addressing an area I believe strongly requires state regulation: 
investment advisers. Their number exceeds 21,000 today — an increase of more than 
500 percent in the last 10 years. Most of them are smaller advisers, who are exam- 
ined, on average, once every 44 years. 

We clearly could use your help. There's no doubt in my mind that coverage would 
be better if the states assumed primary responsibility for examining the smaller ad- 
visers. 

I call this "reverse pre-emption," because the federal government should step 
aside and defer to the states when it's clear that they can do a more effective job. 
After all, you're right on the scene, and able to see problems that may be lost when 
viewed from the distance of Washington. 

Earlier this year, Senator Gramm proposed a similar division of responsibilities. 
I think that the states and the SEC ought to persuade Congressman Fields to en- 
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dorse Senator Gramm's proposal, with minor modifications, and add it to his own 
bill. 

INVESTMENT COMPANIES 

It's difficult to make a similar case for investment companies, which are com- 
prehensively regulated at the federal level. In fact, a strong argument can be made 
that reducing their oversight by states will not compromise investor protection. 

The fact that fund sales are national also makes a good case for national regula- 
tion. Some of the stories told about the current system sound like Kafka: What is 
a national investment company supposed to do when several states impose invest- 
ment limitations that conflict with federal law— and conflict with one another? As 
I see it, investment companies would be exempt from state review, but would con- 
tinue to file documents with the states and pay the same fees. The Commission 
would continue to seek input from NASAA in our rulemaking process with respect 
to investment companies. And of course, the states would stillenforce sales practice 
violations. 

It seems to me that the investment company and investment adviser proposals 
make a great deal of sense. Together, they constitute a good beginning on which to 
build a broader agreement. To acknowledge their merit is to snow good faith and 
to build credibility early in the legislative process. I'd like to see the SEC and 
NASAA work together to do that. 

REGISTRATION OF BROKERS 

That brings me to broker registration. State regulators have a compelling interest 
in who is opening up shop in their area. The states should continue to license bro- 
kers doing business within their borders. 

At the same time, brokers and firms have a compelling interest in a centralized 
and predictable registration system. NASAA has made significant efforts to coordi- 
nate state registration processes through the Central Registration Depository. But 
the system remains cumbersome. There's a need for greater uniformity of the cri- 
teria state regulators use to decide if a broker can do business in the states. The 
current system can too often seem arbitrary. 

When a broker changes firms, for example, if there's been a complaint about him, 
his registration can sit on a state regulator's desk for weeks or months. That's not 
always efficient, and in many cases, it's not fair. 

As tilings stand today, a broker can accumulate a number of complaints and trig- 
ger no regulatory review as long as he stays with one firm. Because it is legally 
easier to deny a license than to revoke one, the system focuses your attention on 
the point in time when a broker changes firms. Although I understand the reasons 
for tnis, investors would be better protected if our response were triggered by com- 
plaints, not by job changes. Technology can be part of the solution. The new CRD 
will begin to come on line next year, giving you a powerful new tool that will help 
you focus on complaints when they occur. There will be no reason to wait for a 
broker to transfer firms before you take action; and from the firms' and the brokers' 
perspective, the system will be more fair and more predictable. I applaud your dili- 
gent work in cooperating with the NASD and the securities industry to design a 
more rational and fair licensing system. 

In addition, I understand that some of you have discussed the possibility of a "na- 
tional license." That also sounds like an interesting idea, and I'd encourage you to 
pursue it. 

One of the most difficult problems in our current system has to do with making 
unadjudicated complaints available to the public on the CRD. It pits a broker's right 
to due process against an investor's right to know her broker's background. Person- 
ally, I would be more inclined to make unadjudicated complaints public if we found 
a mechanism to take meritless or unpursued complaints off the system within a rea- 
sonable time, let's say 2 years. Investors need to know who they are dealing with — 
but at the same time, a complaint is not a conviction and should not stain a broker's 
record permanently. This strikes a balance between interests. 

Again, I understand that this involves state record keeping laws and that some 
progress is being made. If we find ways to take complaints that are meaningless 
off the system, it can only make the overall system more meaningful. 

EXAMINATION OF BROKER-DEALERS 

You have an interest in how business is being conducted in your neighborhood. 
For that reason, the states should continue to examine broker-dealers who are oper- 
ating within their borders. State regulators play an especially important role in ex- 
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amining the bucket shops and fringe elements that may well escape the SEC's no- 
tice. 

I believe that states should continue to receive the same fees they receive cur- 
rently. But I also believe that the states shouldn't impose supplemental require- 
ments that exceed federal and SRO standards with respect to books and records and 
capital requirements. Maybe there's a flaw in our books and records law, or our cap- 
ital requirements, that makes them less useful as a standard. If that's the case, I 
commit to work with you immediately to see if we can address your concerns in 
OUR rules. 

Imagine that you're a legitimate firm trying to do business in the United States. 
What's your biggest nightmare? Fifty-two separate books and records laws! If that's 
not enough, ada 52 separate capital requirements. 

Lest anyone interpret this as an attack on the states, I remind them that the SEC 
is one of the 52. We need to work together to give securities firms the uniformity 
and predictability they need. 

Let's be honest: Uniform rules are rarely adopted uniformly. Each party to the 
process tinkers around the edges, creating a regulatory maze for firms to find their 
way through. That serves no one well. True uniformity, on the other hand, breeds 
compliance. 

We also need a more efficient use of federal, SRO and state examiners. There are 
too many horror stories out there like the one I heard the other day — a brokerage 
firm was subjected to 15 sets of securities examiners in the span of 24 months. You 
can almost envision it: One examiner comes in just as another one is leaving. He 
demands all the same information. Why does this happen? Simply because you and 
I are not coordinated. There's no excuse for that. 

We need to be more sensitive to the disruption we cause the firms. I envision a 
new partnership where we coordinate better and share intelligence whenever we 
can. At the SEu, we recently created an Office of Compliance Inspections and Ex- 
aminations to better coordinate our own examinations. And now we're working with 
the SROs to correlate our schedules systematically. I intend to convene a "Planning 
Summit" where the SEC, the SROs, and the states will come together to wrestle 
with these issues. We must find a way to examine firms effectively without tripping 
over ourselves. This Summit would not be a one-time meeting — we need to meet 
regularly to discuss hot areas, scheduling, firms, priorities, and other areas of criti- 
cal interest. 

REGISTRATION OF CORPORATE SECURITIES 

We could also divide responsibilities better in registering corporate securities. Be- 
fore I go further, let me remind you that our EDGAR database of corporate filings 
is now up on the Internet — it's a tool not only for investors, but for state regulators 
as well. 

States should continue to receive copies of SEC filings and the current level of 
fees should be maintained. Congress should codify the existing exemptions from 
state regulation for those comparable to listed and Nasdaq/NMS securities. 

Certain categories of offerings that have often been a source of disclosure and 
sales practice abuses, and are sold primarily to retail investors, should continue to 
be reviewed locally as well as by the Commission — offerings involving limited part- 
nerships, blank check, blind pool, bad boy, and penny stocks. 

We should consider expanding the exemption from federal registration for intra- 
state offerings. This is something that is particularly within your special province. 
We could make it easier for corporations to sell intrastate offerings in the state in 
which they're headquartered, subject to state registration. 

For the remaining categories of offerings — such as Nasdaq small cap stocks — per- 
haps a better system would be to have the offering reviewed either by the federal 
regulator, or by a state regulator, but not both. The choice might be left up to the 
company. Whatever we finally decide to do, we need to find ways to facilitate small 
business capital formation, without sacrificing investor protection. 

Along this line, I understand that eight Western states are experimenting with 
regional reviews of certain types of small corporate offerings. All eight states are 
actively involved in the discussion, with one of them taking tne lead in the approval 
process. I think that's a promising idea, and I'd encourage you to expand the scope 
of this interesting pilot program. 

ENFORCEMENT AUTHORITY 

I'll close with a brief word about the area in which we've worked best together, 
and that is enforcement. We've succeeded in establishing a model that could serve 
us well in the registration and licensing area. 
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The Prudential global settlement exemplifies the power we can bring to bear by 
working together to protect individual investors. We both acted swiftly, putting our 
sovereign prerogatives aside in the name of reaching a better settlement for inves- 
tors. I'm convinced that this global settlement will not only stand the test of time — 
it will inspire us as we redefine our relationship in the months ahead. 

Enforcement is where the knowledge and skills of the local cop on the beat are 
especially irreplaceable. 

Who knows the local prosecutors better than you? Who works with them day in 
and day out? Who has better sources on the ground? Who has relationships with 
local players? 

This is not to say that we've always coordinated our enforcement actions perfectly. 
Could we do better? Definitely. But that's a problem that's solved through leader- 
ship, not legislation. 

CONCLUSION 

I've outlined some preliminary views today. I've tried to do so reasonably, but 
without pulling punches, either. 

I don't expect you to agree with every point I've made. But I do hope you'll re- 
spond to them, and to the bill itself, as legitimate proposals, worthy of debate. I've 
also asked Jack Fields personally to be open to your concerns and to meet with you. 

The alternatives to a reasoned discussion are unthinkable and unproductive— on 
the one hand, remaining silent in the hope that it will all go away; on the other 
hand, shooting sound bites at Congress across the pages of the daily newspapers. 
We need an honest debate, and we need it soon. There is no such tiling as being 
too early to discuss ways to improve our system. But there is such a thing as being 
too late. 

In 1933 and '34, Congress offered American investors unprecedented protections 
with the securities laws. Today, we have a real opportunity to make this aspect of 
the New Deal a better deal for all Americans. We may very well fail to achieve it; 
but we must not fail to try. 

Mr. Fields. In his speech, the Chairman spoke, I think, with 
great sensitivity and really requested an engagement with different 
state regulators in examining this question and to quote from the 
speech, and I don't want to paraphrase all of it, but he says, in 
fact, a strong argument could be made that reducing their over- 
sight, meaning mutual funds, by states will not compromise inves- 
tor protection. He went on to say, the fact that fund sales are na- 
tional also makes a good case for national regulation. 

Some of the stories told about the current system sound like 
Kafka. Now, what is a national investment company supposed to 
do when several states impose investment limitations that conflict 
with Federal law and conflict with one another. In fact, the testi- 
mony that will be given by Mr. Fink in just a moment talks about 
the scheme of our nationai/state regulators and he identifies 18 dif- 
ferent types of regulatory schemes. 

But Chairman Levitt went on to say, as I see investment compa- 
nies would be exempt from state review but would continue to file 
documents with the states and pay the same fees. The Commission 
would continue to seek input from NASAA in our rulemaking proc- 
ess with respect to investment companies and of course the states 
would still enforce sales practice violations. 

Any comment? 

Mr. Barbash. Chairman Levitt did make that speech and I did 
read that speech. 

I think he would contemplate testifying and presenting the Com- 
mission's formal views. The speech reflects the regulatory land- 
scape at the present time. I am not sure that state regulators 
would disagree. It is just a question of coming up with a way to 
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deal with it and, as I said, the Chairman would expect to testify 
himself on that particular question. 

Mr. Fields. And one last statement I will read in fairness to the 
Chairman. He said, I would like to see the SEC and NASAA work 
together to do that. 

So again, I want to stress I thought the speech he gave was high- 
ly sensitive and realized how difficult an issue this can be but also 
it recognized the need for consideration of important change and 
the reason I asked the question was not to put you on the spot but 
there will be testimony elicited in a few moments on that particu- 
lar subject. 

Let me turn to something else. There will also be testimony 
given just in a few moments that the legislation as currently draft- 
ed includes a number of provisions that significantly increase rec- 
ordkeeping and periodic reporting requirements as well as the 
SEC's access to investment company files. As you can imagine, 
those provisions are strongly disfavored by the industry as being 
excessively burdensome. In addition, the industry's concern that al- 
lowing the SEC access to sensitive internal documents such as in- 
ternal auditing and compliance documents would compromise the 
effectiveness of internal auditing and compliance functions. And it 
is going to be argued that an alternative approach to providing the 
SEC with additional information when it is necessary such as in 
times of market crisis could be more effective. 

I ask that question because a moment ago when you were asked 
by Mr. Stearns, it seemed that you were talking about your concern 
and the need for a systematic receipt of information and I am not 
sure that when you made that statement it was tied to a particular 
time but in other words, you know, a periodic time but you really 
needed a systematic receipt of information where there was market 
stress. 

Mr. Barbash. Clearly one of the issues that we have needed to 
address is getting information in times of market stress. We have 
often been asked about what we need to do to regulate funds in 
that situation, and to evaluate that question and to know how we 
should regulate or whether we should regulate depends on our hav- 
ing information. Our seeking greater authority with respect to rec- 
ordkeeping and reporting is to get more information on the one 
hand to allow us to respond effectively as regulators in times of 
market stress. It is also designed to allow us to respond effectively 
in our inspections program. 

In addition, with respect to the burdensome nature of the provi- 
sions, the provisions that are contemplated in the bill are authority 
provisions. They are not indications of how we are going to exercise 
that authority. If we had that authority we would develop rules 
and there would be an open rulemaking process through which we 
would hear concerns about the burdens and the costs. We would 
weigh those costs against investor protection and other consider- 
ations. So I don't believe that the provisions would show that we 
are not sensitive to the burdens on the industry. I think that we 
are and I think we have a history of being so. 

Mr. Fields. Thank you very much. The Chair's time has expired. 

The gentleman from Massachusetts, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman, very much. 
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I did not arrive in time to deliver my opening statement, Mr. 
Chairman, and I would appreciate it if my opening statement could 
be included in the record. 

Mr. Fields. Without objection. 

[The prepared statement of Hon. Edward J. Markey follows:] 

Prepared Statement of Hon. Edward J. Markey, a Representative in 
Congress from the State of Massachusetts 

Thank you, Chairman Fields. 

Mr. Chairman, as the father of a young daughter, you know that today is a day 
of great importance for children around the country. It's a day when we break with 
the routines of daily life to encourage a bit of mischief-making; a day when we wel- 
come unexpected surprises, and laugh about being startled or scared. 

What our children don't know, Mr. Chairman, is that today is also very important 
for them for another reason. 

Many of the children that knock on our doors tonight will be knocking on the 
doors of colleges and universities within a few short years. To get inside those doors, 
however, will cost more than it ever has before. So families, in many cases earlier 
than ever before, will have to struggle to set aside enough savings to help make sure 
that their kids will be able to realize the dream of a college education and the prom- 
ise of American life. For a substantial majority of those families, the investment ve- 
hicle of choice — indeed, the only type of investment many are likely to consider seri- 
ously — is a mutual fund. 

It has been evident for some time now that mutual funds are one of the great 
American success stories of the second half of the twentieth century. The trinity of 
professional management, diversified portfolios, and effective regulation have de- 
mocratized our financial markets and energized the capital formation process in 
ways that could not have been imagined 55 years ago. Every single day, millions 
of families send checks off to their mutual funds, investing their faith and their 
trust, as well as their cash, with people they don't know and will never meet. This 
has resulted in a remarkable and unprecedented flow of capital for businesses of all 
sizes and types, and has, according to The Economist, served to finance virtually all 
of the country's job growth. 

The mutual fund legislation you have proposed, Mr. Chairman — the Investment 
Company Act Amendments of 1995, which I am pleased to have cosponsored — recog- 
nizes that the legacy of overseeing the regulation of the fund industry is a profound 
responsibility. 

Because your bill is the first significant legislation to affect the mutual fund in- 
dustry and fund investors in a generation, the bill rightly targets what one witness 
called the "cobwebs" that have accumulated over the years. Thus the bill seeks to 
eliminate the need for funds to hold costly shareholder votes for ministerial func- 
tions like choosing the fund's auditors, and eliminates restrictions on advertising 
that have ceased to serve investor needs. 

The bill also proposes a more workable and modern approach for sophisticated in- 
vestors and private investment companies who choose to operate outside the scope 
of the statute. This provision will give these private investment companies opportu- 
nities for significant new growth, while reducing the regulatory uncertainties that 
have plagued them in the past. 

Ana the bill encourages the spirit of innovation that has often been an important 
part of the relationship between the industry and regulators at the SEC. Some of 
our witnesses can no doubt remind us that not too many years ago, there was no 
such thing as a "no-load" fund, or a money market fund, or even a bond fund. Today 
we hear the views of the industry and the Commission about the wisdom and likely 
success of an effort to create a "unified fee" mutual fund. 

Let me conclude, Mr. Chairman, by offering a final comment about what I think 
today is all about. Although the Jack-O-Lanterns and costumes make it easy to for- 

f;et, Halloween started out as an event to celebrate the arrival of All Saint's Day. 
nvestors who've looked at their statement so far this year may be prepared to 
nominate some of our witnesses for sainthood. 

If that's even remotely true, it should be instructive. Our capital markets are all 
operating at historic highs. By virtually every statistical measure, the markets are 
vibrant and healthy. In light of that fact, I think that the nation's 80 million inves- 
tors would prefer that the Congress avoid making mischief with the securities laws 
that have worked so well for so many years and are, in so many respects, the envy 
of the world. This is not an argument against examining the effectiveness of our 
laws and regulations, for I have long believed that even healthy patients need 
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checkups. But our exam need not be conducted under the extreme procedures and 
pressures of the emergency room. Unlike our children on Halloween, investors tend 
not to laugh when they are startled and scared. 

The mutual fund legislation you have developed to modernize the Investment 
Company Act of 1940 could easily serve as a model of how to go about reviewing 
the other federal securities laws. Again, I commend you for the leadership you have 
demonstrated in preparing this legislation and holding this hearing, and I look for- 
ward to working with you as we move the bill promptly toward a markup. 

Mr. Markey. Mr. Chairman, I want to commend you for the 
leadership which you are demonstrating on this issue because your 
bill is the first significant legislation to affect the fund industry 
and fund investors in a generation and the bill rightly targets what 
one witness called the cobwebs that have accumulated over the 
years. 

What I think has become evident for some time now is that mu- 
tual funds are one of the great American success stories in the sec- 
ond half of the twentieth century, that the trinity of professional 
management and diversified portfolios and effective regulation 
have democratized our financial markets and energized the capital 
formation process in ways that could not have been imagined 55 
years ago. Every single day, millions of families send checks off to 
their mutual funds, investing their faith and their trust as well as 
their cash with people they don't know and never will meet. This 
has been, as a result, a remarkable and unprecedented flow of cap- 
ital for businesses of all sizes and types and, according to the 
economists, served to finance virtually all of our country's job 
growth. 

Now, let me ask a few quick questions if I could about those cob- 
webs. The Investment Company Act, Mr. Barbash, of 1995, would 
give the Commission express authority to create a new investment 
company advertising prospectus. What benefits do you think this 
proposal would bring? 

Mr. Barbash. Right now, investment companies are constrained 
in their advertising. They are subject to a rule that says that the 
content of their advertising has to be no more than the substance 
of what is in their prospectus. The result has been that advertising 
providing information to investors is tied to what is in the prospec- 
tus. What companies do in order to deal with that requirement is 
load up their prospectus with a lot of information that may not be 
useful to investors in the way in which it is written so that they 
can take bits and pieces and use it in other types of disclosure doc- 
uments. 

The legislation would streamline the requirements and allow 
fund sponsors and funds to provide better information, we would 
argue. 

Mr. Markey. And you believe it can be done consistent with pro- 
tection of the investor as well? 

Mr. Barbash. Yes, because the sponsors and funds would still be 
prohibited from making misleading statements. 

Mr. Markey. The next question, the Investment Company Act 
specifies the shareholder votes that funds must obtain to secure ap- 
proval of certain matters. I understand that many funds spend con- 
siderable time and expense in seeking the requisite votes, particu- 
larly when a large number of proxies provide no voting instruc- 
tions. The legislation seeks to address these difficulties by giving 
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shareholders who have provided voting instructions on specific 
matters the right to decide these matters. 

Does that approach make sense? 

Mr. Barbash. The approach may make sense if we can conclude 
that shareholders in mutual funds don't care about the right to 
vote and we concluded that the system had no less integrity be- 
cause some small number of shareholders were allowed to vote and 
carry a particular matter. We acknowledge the pain that some fund 
sponsors have to so through in order to get the vote. We continue 
to be concerned about whether shareholders would view this as a 
lessening of their protections. 

Mr. Markey. But there is room here for modification, is there 
not? 

Mr. Barbash. I think that is true. With respect to this particular 
provision, we take to heart the idea that this legislation is a work 
in progress. We are not closed-minded to this particular provision. 

Mr. Markey. We do want to work with you on that in order to 
make adjustments where it makes sense and I think we can do 
that. We have been working on a bipartisan basis to try to rec- 
oncile those differences. 

Mr. Barbash, I have in my hand two magazine articles, both of 
which address very similar issues. One asks whether "the love af- 
fair between investors and mutual funds will make the financial 
system less stable." The other article asks whether in a falling 
market millions of panicking shareholders will redeem their shares 
sending the market into a nosedive. 

The first article was written in the economist last week. The sec- 
ond article was written in Time magazine but it was written when 
my counsel here, Mr. Forde, was 18 months old. 

Is there something comforting, Mr. Barbash, about the fact that 
35 years apart, the same cautions and concerns have been ex- 
pressed about an industry without them having come to pass? 

Mr. Barbash. That does illustrate that the same issues come full 
circle. It also would suggest that the industry has not suffered that 
particular fate although it is hard to rely too much on history. It 
is like drawing on past performance, it is really not predictive. So 
one can never get completely comfortable that history will indicate 
what will happen in the future. But the past result has been that 
fund shareholders have not left in droves. That is the history in 
1987 during the market stress of that time. During 1994, fund 
shareholders did not pull out in droves. 

I think in the final analysis, fund shareholders are not one block, 
they act differently depending on their individual situations. 

Mr. Markey. By the way, congratulations. You gave the same 
answer that your predecessor 35 years ago gave at this committee 
table, a verbatim response to the very same question. 

Mr. Barbash. Although consistency is the hobgoblin 

Mr. Markey. So your point is that that even if you flipped a coin 
35 times in a row and it came up heads every time, on the thirty- 
sixth time, there would still be a 50/50 chance that it would come 
up tails on that thirty-sixth chance which I guess is possible. But 
the reality is that the mutual fund industry has been the great suc- 
cess story in our country and it is largely as a result of the coopera- 
tive relationship that has existed between the industry ana the 
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regulators over the years and to the extent to which we were work- 
ing with the Chairman were able to update those laws and give the 
SEC the additional authority which it needs in order to be flexible 
in its dealings with these issues, I think the greater the likelihood 
is that they will continue to be the great success story in the Amer- 
ican financial marketplace. 

So I want to thank you for the work that you do and, you, Mr. 
Chairman, again, for the work that you are doing on this 

Mr. Fields. The question is, was Mr. Forde reading those arti- 
cles at 18 months old. 

[Laughter.] 

Mr. Fields. The gentleman's time has expired. 

The gentleman from New York, Mr. Frisa. 

Mr. Frisa. Thank you, Mr. Chairman. 

Mr. Barbash, I am very interested in what the SEC may have 
in mind in terms of electronic delivery of prospectuses and with re- 
gard to electronic advertising as separate and apart from the gen- 
tleman from Massachusetts with regard to print advertising, I 
think a related question is with regard to electronic advertising 
that it also could include Internet. 

Mr. Barbash. We recently, within the last 2 weeks I believe, put 
out a release articulating the Commission's views on electronic de- 
livery of information including prospectuses and generally in that 
release took the position that electronic delivery was workable, and 
should be allowed consistent with the obligations of a company 
under the Federal securities laws. Fund companies, for example, 
which have been on the forefront in terms of using electronic 
means, can take comfort from this release and can seek to deliver 
documents electronically. 

So we have tried to facilitate that type of delivery through that 
release. 

Mr. Frisa. What does a company have to do, though, to do more 
than take comfort? I mean, to be able to actually effectuate deliv- 
ery? 

Mr. Barbash. The release sets out certain guidelines for funds 
to follow. The guidelines are there and the funds can, as of this 
point, go forward with electronic delivery of documents. In fact, 
they had been using electronic delivery on a small scale before the 
release was published so there is no bar to doing it at this point; 
they can do it. 

Mr. Frisa. And when you say "release," is that a press release? 

Mr. Barbash. No, it was an SEC release, an SEC formal policy 
statement. It was a statement of the Commission as opposed to a 
statement of the SEC staff, so it is an important statement in 
terms of SEC regulatory statements. 

Mr. Frisa. And what about the related issue of electronic adver- 
tising? 

Mr. Barbash. Electronic advertising is also contemplated by the 
release. It can be undertaken consistent with the principles in the 
release. 

Mr. Frisa. Could you enunciate a few of them for us? 

Mr. Barbash. In terms of the principles? 

Mr. Frisa. Yes. I would just kind of like to get that on the record; 
I think that is important. 
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Mr. Barbash. Essentially, there are delivery requirements under 
the Federal securities laws and funds and other issuers, so long as 
they meet their obligations under the securities laws, can use elec- 
tronic means to provide documents. 

There is generally a notice requirement and a consent require- 
ment that is built into the use of those kinds of documents. In 
other words, you as an investor would be asked whether you want- 
ed to receive your documents through electronic means, and you 
would need to provide consent to ensure that was, in fact, what you 
intended. From that point on, you could get certain documents 
through electronic means, which could be, for example, through a 
Web site or other types of electronic means. 

The Commission tried in the release not to be tied to any par- 
ticular computer system and that is the reason why we developed 
general principles. 

Mr. Frisa. Good. Thank you. 

Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Ohio, Mr. Gillmor. 

Mr. Gillmor. Thank you, Mr. Chairman. 

Under current law, we have the 100 person limit for private in- 
vestment companies. Let me ask you a question. 

Suppose you have an investment company that is subject to the 
100 person limit. An investor who has a large family dies, be- 
queaths it to his five children and that puts them over the 100 per- 
son limit. Do you think there ought to be an exception for those 
kind of situations either in the inheritance or any other action 
where the fund does not have any control over the circumstances? 

Mr. Barbash. There have been some instances where the Com- 
mission staff has permitted the 100 person limit to be breached for 
a period of time in order for a private fund to come back under the 
100 person limit. I think that we would be at least receptive to that 
notion. I am not sure there is a need for an exemption, though, to 
cover that situation. I am not sure how prevalent that type of situ- 
ation is. 

Mr. Gillmor. What is your practice now? What do you do in that 
situation? 

Mr. Barbash. It would depend on whether the issue was raised 
with us. The 100 person limit is a self-executing exemption. It may 
well be possible that a fund in that situation could conclude, based 
on advice of counsel, that going over the limit on a temporary basis 
does not throw the fund out of compliance with the 100 person test. 

I am not sure that we have ever been presented with that par- 
ticular fact pattern so I don't know that we have a position on that. 

Mr. GlLLMOR. Just from an equity point of view, do you think 
that makes sense? 

Mr. Barbash. I think there are arguments that can be made 
about that sort of situation because the crossing of that threshold 
could be somewhat draconian from the standpoint of a company 
that was below 100 investors and then all of a sudden found itself 
subject to various regulations. 

I think that notion underlies the Commission's staff, at least in 
the past, in some analogous situations determining that there is 
some room for going over the limit. 
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Mr. Gillmor. So you probably would not have an objection if we 
made a fix of that nature? 

Mr. Barbash. I think a fix of that nature would probably be con- 
sistent with what our determination would be on a policy level. But 
I am not sure, as I said before, that you need to make a legislative 
fix on that. I am not sure that that is that significant a problem. 

Mr. Gillmor. Could you give me a brief description of the dif- 
ference of the liability that the act now imposes on an investment 
company directors for evaluating fees and also the new standard 
that is proposed and in light of those two standards, what is your 
view about how having a dual standard might affect litigation? 

Mr. Barbash. The existing standard is in Section 36(b) of the In- 
vestment Company Act and the standard essentially is that the 
board and the adviser are held to a fiduciary standard. In other 
words, the setting of the fee has to be consistent with what a fidu- 
ciary would do. You are subject to the standard of care imposed on 
a fiduciary. 

The courts have suggested that a fee needs to be within a range 
that can be negotiated by parties that are not related to each other. 
The standard that you refer to would be the standard of 
unconscionability in fees that would be set out in the UFIC provi- 
sion. The rationale for it is that the UFIC is a different type of in- 
vestment company; it has a straightforward, simple fee so that the 
standard could arguably be somewhat different, somewhat lower 
than the standard applied to investment company directors and ad- 
visers generally. 

I don't think it is inconsistent to have different kinds of funds 
with different types of attributes subject to different liability stand- 
ards. I don't think that would have a significant bearing on litiga- 
tion because the standard would govern the type of fund that you 
had. 

Mr. Gillmor. Let me get into the area of independent — oh, I see 
my time has expired. So we will leave the independent directors go, 
Mr. Chairman. 

Mr. Fields. If the gentleman would like a few more minutes, we 
are in the second round of questions. The gentleman did not get his 
first round, if he would like to proceed. 

Mr. Gillmor. Let me just ask this one on independent directors. 

I think there is a legitimate basis for providing that they be nom- 
inated by the fund's other independent directors in order to pre- 
serve that independence but, given the amount of research and 
other consideration that is involved in the search for qualified peo- 

Ele, would you agree that it would make sense to let the entire 
oard participate in the selection of the director as opposed to the 
nomination? 

Mr. Barbash. I think that is an issue where we would be recep- 
tive to hearing the arguments. Again, Chairman Fields has re- 
ferred to this as a work in progress and I think that is a particular 
provision with respect to which we would be interested in input. 

Mr. Gillmor. Thank you. 

Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

Does the gentleman from Washington State have additional 
question? 
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Mr. White. No further questions, Mr. Chairman. 

Mr. Fields. Mr. Barbash, thank you very much for coming today 
and we will see you again at 2:30. 

Mr. Barbash. I was going to quote from the horror flick, "111 be 
back." 

Mr. Fields. Now we have before us Mr. Matthew Fink, President 
of the Investment Company Institute; Mr. Don Powell, Chief Exec- 
utive Officer of Van Kampen American Capital, Inc.; Mr. Paul 
Haaga, Senior Vice President, Capital Research and Management 
Company; Mr. James Riepe, Managing Director, T. Rowe Price As- 
sociates; and Marianne Smythe, partner, Wilmer, Cutler and Pick- 
ering. 

Mr. Fink, when you are ready, you may proceed. 

Your microphone is not on. 

What we will do is we will recognize you for 5 minutes and we 
will be glad to put your statement in its entirety in the record. 

STATEMENT OF MATTHEW FINK, PRESIDENT, INVESTMENT 
COMPANY INSTITUTE; JAMES S. RIEPE, MANAGING DIREC- 
TOR, T. ROWE PRICE ASSOCIATES, INC.; DON G. POWELL, 
PRESIDENT AND CEO, VAN KAMPEN AMERICAN CAPITAL, 
INC.; MARIANNE SMYTHE, ESQ., WILMER, CUTLER AND PICK- 
ERING; AND PAUL G. HAAGA, SENIOR VICE PRESIDENT AND 
DIRECTOR, CAPITAL RESEARCH AND MANAGEMENT 

Mr. Fink. Thank you, Mr. Chairman. 

I would like to commend you and Mr. Markey for introducing 
this legislation to modernize the Investment Company Act. As was 
discussed with Mr. Barbash, Congress has not legislated in this 
area for 25 years and our industry has continued to grow and to 
use new technologies so it is an appropriate time to look at mod- 
ernizing mutual fund regulation. 

The overriding interest, I think, in modernizing regulation still 
must be the interest that drove the Investment Company Act of 55 
years ago and that is the interests of shareholders, the protection 
of investors. And the bill you have introduced does that in a num- 
ber of areas, in communications, in cost-effective regulation and 
corporate governance and in innovation generally. 

But I would like to emphasize two different points dealing with 
investor protection. First, experience tells us that unregulated in- 
vestment pools can pose very significant dangers for investors and 
if we just looked at the newspapers and television this past year, 
the Orange County Municipal Investment Fund, the New Era scan- 
dal and the Askin hedge fund give us recent examples. 

The Investment Company Act has been very effective in protect- 
ing investors in pool funds and I would say there ought to be a very 
strong presumption against the Congress granting exemptions and 
if they are granted, they should be given by Congress, narrowly tai- 
lored and with very adequate safeguards. 

Second, I think it is long overdue for Congress to come up with 
a sensible reallocation of regulatory responsibilities between the 
SEC and the states in the area of mutual fund regulation. Today, 
virtually every mutual fund in the country sells its shares in all 
50 states and, as befits a national industry, we are very effectively 
regulated at the Federal level, notably by the Investment Company 
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Act. Every mutual fund, no matter where it does business or where 
its shareholders live, is governed by one set of rules, one set of 
standards set by the SEC and, in the case of advertising, the 
NASD. But in addition, today mutual funds must comply with the 
separate laws in each of the states where they offer their shares. 

Regulations differ significantly from state to state. I think, Mr. 
Chairman, as you said in discussion with Mr. Barbash, we have 
identified 18 different schemes of state regulation and these dif- 
ferences create a very bewildering patchwork quilt of different reg- 
ulation, inconsistent regulation, as shown in the map that is at- 
tached to my written testimony. 

Some states, 18 states, give some form of exemption to most mu- 
tual funds. Many other states, however, frequently comment of mu- 
tual fund prospectuses that have cleared the SEC. A number of 
states not only regulate prospectuses but limit what a fund can in- 
vest in and that limit is different than the Federal limits. 

Under this system, one states idiosyncratic or weird requirement 
becomes a national standard. For example, if one estate imposes an 
idiosyncratic investment restriction, says a fund can't invest in 
warrants or in convertible securities, the fund, in effect, cannot in- 
vest in them even though it is permitted by the SEC and 49 other 
states. 

This crazy quilt hurts investors and that is the real point. It 
helps produce prospectuses that are hard to read, complex and not 
useful to investors. It undermines the SEC's attempts to improve 
prospectus disclosure. 

In the case of innovations that are permitted by Federal law like 
master feeder funds, it destroys them, one state can block it. It 
makes all the mutual funds in the country, including the three at 
this table, spend a lot of time and money on compliance burdens 
that don't help anybody and it takes away the states from doing 
what they ought to be doing, being the cop on the beat and doing 
enforcement and education. 

Years have been spent, I have spent a couple of decades myself, 
trying to remedy this problem state by state or through NASAA 
and it just doesn't work. It has become clear, as Chairman Levitt 
said last week, that only the Congress can devise a national solu- 
tion because this is a national problem. And specifically, I would 
simply endorse the same scheme that Chairman Levitt outlined 
last week, that mutual fund prospectuses and advertisements 
ought to be cleared exclusively at the Federal level. Investment 
limits ought to be set exclusively at the Federal level. The states 
should retain their role in enforcement and should get fees and, if 
needed, have funds file notice filings so each state knows what 
funds are being offered in this state. 

This system is found currently in the law of about a dozen states. 
It is in the Uniform Securities Act, it was endorsed by Chairman 
Levitt and almost everyone agrees that this is the model that we 
need. 

So in closing — I am sorry to run over my 5 minutes — I would like 
to sincerely commend the subcommittee for considering legislation 
that would both modernize the Investment Company Act and in- 
deed in other legislation the securities laws in general. A lot of is- 
sues you have may require more study than others but no issue 
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has been more studied to death and more documented than the 
problems that result from dual Federal/state regulation of mutual 
funds. 

The need for congressional action, as I said and Chairman Levitt 
said earlier, is widely recognized as is the type of solution. We 
therefore would respectfully ask the committee that as you consider 
all of these issues in these two bills you have regarding securities 
legislation and mutual fund regulation in particular, that you keep 
open the option of addressing the mutual fund state problem in the 
current legislation H.R. 1495. I promise you we will do all we can 
to get this issue resolved because on behalf of our shareholders, the 
state problem is the industry's No. 1 priority. 

The subcommittee has provided a tremendous opportunity to 
enact legislation as a number of other people said this morning to 
modernize this 55-year-old act which has worked so well, to make 
it more effective as a business matter and to better protect inves- 
tors. 

Thank you. 

[The prepared statement of Matthew P. Fink follows:] 

Prepared Statement of Matthew P. Fink, President, Investment Company 

Institute 

i. introduction 

My name is Matthew P. Fink. I am President of the Investment Company Insti- 
tute, the national association of the American investment company industry. The In- 
stitute's membership includes 5,664 open-end investment companies (mutual funds), 
449 closed-end investment companies and 11 sponsors of unit investment trusts. 
The Institute's mutual fund members have assets of over $2.5 trillion, accounting 
for approximately 95 percent of total industry assets, and have over 38 million indi- 
vidual shareholders. These shareholders reside in all 50 states and the District of 
Columbia. 

Today, I will discuss the Institute's views on how to modernize mutual fund regu- 
lation so that it continues to provide effective investor protection while also respond- 
ing to developments in the markets and changing investor needs. It has been over 
20 years since Congress considered major mutual fund legislation. As the oversight 
hearings last Congress under Congressman Markey demonstrated, this is a testa- 
ment to the continuing effectiveness of the Investment Company Act of 1940 as a 
governing statute. As is well known, during this time, the inaustry has experienced 
strong and steady growth. Today, nearly one in every three American households 
owns mutual funds. 1 In addition, computer, telecommunications and other techno- 
logical advances are forging a truly global marketplace and revolutionizing the way 
mutual funds do business with their shareholders. As the 21st century approaches, 
it is timely and appropriate for Congress to examine whether changes to the regu- 
latory structure for mutual funds are needed to meet the challenges ahead. The In- 
stitute commends Chairman Fields and Congressman Markey for their bipartisan 
initiative, as embodied in H.R. 1495, which aptly recognizes the importance of such 
an examination. 

In my remarks today, I will briefly describe the growth of the mutual fund indus- 
try and its importance to our nation's economy. I will outline the Institute's vision 
of the goals of modernizing mutual fund regulation. I will recommend that Congress 
take a very cautious approach to the exclusion of any securities pools from the in- 
vestor protections of the Investment Company Act. Finally, and perhaps most im- 
portantly, I will urge that Congress establish, in the interest of investors, a more 
sensible allocation of responsibilities in mutual fund regulation between the SEC 
and the states. 



1 An estimated 30.2 million U.S. households owned mutual funds in 1994. This estimate com- 
prised households that owned money market, stock, and bond and income mutual funds, includ- 
ing those invested in 401(k), IRA and Keogh accounts. Mutual Fund Fact Book, Investment 
Company Institute (1995), p. 80. 
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II. THE GROWTH AND ROLE OF MUTUAL FUNDS 

A The Growth of Mutual Funds 

Since passage of the Investment Company Act in 1940, the mutual fund industry 
has grown from 68 funds with assets of $448 million to oyer 5,500 funds at the end 
of 1994 with assets of $2.2 trillion. 2 As indicated in the chart below, contrary to re- 
ports that mutual funds suddenly "boomed" in the 1990*8, fund assets grew at an 
annual rate of 23 percent throughout the 1980s, while growth thus far in the 1990s 
has been at a 19 percent annual rate. 

Many factors have contributed to the growth of the mutual fund industry over the 
years. These include the capital appreciation of portfolio securities owned by funds; 
additional purchases of fund shares by existing shareholders; new fund products 
and services designed to meet changing investor needs; the growth of the retirement 
plan market; increased investment in mutual funds by institutional investors; a 
broadening of the channels of distribution through which mutual funds are sold; and 
a shift by individuals and institutions from direct investment in securities to invest- 
ment through mutual funds. Some of these factors are reflected in the chart below. 

In our view, however, the most important factor contributing to the growth of the 
industry is the stringent regulation imposed upon mutual funds by the Investment 
Company Act. This regulation has led to unprecedented investor confidence in mu- 
tual funds and to an environment characterized by strong industry compliance sys- 
tems, full disclosure to investors and swift SEC enforcement. 

B. The Role of Mutual Funds in the Capital Markets 

Mutual funds are major financial intermediaries — bridges linking American inves- 
tors with securities issuers. As such, they contribute to the financial well-being of 
millions of mutual fund shareholders, and help to fuel our nation's overall economic 
growth. Mutual funds play an important and highly positive role in the U.S. securi- 
ties markets. 

Mutual funds are an important source of capital for U.S. business. They have 
been the largest institutional buyer of corporate equities over the past five years. 
In addition, tne growing popularity of aggressive growth and growth funds has stim- 
ulated the issuance of many new equity offerings oy making it easier and less costly 
for new companies to issue stock. 

Further, the development and growth of tax-free money market and municipal 
bond funds have contributed significantly to the municipal securities market, help- 
ing to supply money to build schools, highways, bridges and other elements of the 
U.S. infrastructure. Over the past five years, mutual funds have made net pur- 
chases of nearly $170 billion in municipal securities, representing about three- 
fourths of net issuances of new municipal securities. Finally, mortgage-backed secu- 
rities funds have expanded the market for securitized mortgage loans, thereby in- 
creasing the availability of residential mortgage financing for homeowners and low- 
ering the cost of owning a home for millions ofAmericans. 

III. THE GOALS OF MODERNIZING MUTUAL FUND REGULATION 

The growth of the mutual fund industry and its increasingly important role in our 
capital markets suggest that there is a strong national interest in making certain 
that the regulatory scheme remains as effective in the future as it has been in the 
past. While the existing federal regulatory framework is fundamentally sound, we 
Believe that it should be modernized in certain respects in light of developments in 
the markets and changes in investors needs. In considering what the goals of mod- 
ernizing regulation of mutual funds should be, the Institute submits that the pri- 
mary objective must be to serve the best interests of investors. To this end, legisla- 
tion seeking to modernize mutual fund regulation should: (1) facilitate communica- 
tions between mutual funds and investors; (2) promote cost-effective regulation of 
mutual funds; (3) further enhance the highly effective system of corporate govern- 
ance of mutual funds; and (4) permit innovation in mutual fund products and serv- 
ices. Each of these is discussed briefly below. 



2 Mutual Fund Fact Book, Investment Company Institute (1995), pp. 24-31. 
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A Facilitating Communications with Investors 

As H.R. 1495 recognizes, one of the most important ways in which mutual funds 
serve their investors is through various types and means of communications. These 
communications include the mutual fund prospectus, which, under the federal secu- 
rities laws, is the key disclosure document that must be provided to all investors. 
They also include the reports that mutual funds are required to send to their share- 
holders on at least a semi-annual basis, as well as proxy materials on matters for 
shareholder voting. Finally, mutual funds also typically provide investors with a 
wide variety of other materials, including educational materials that cover such top- 
ics as saving for retirement or college education, the state of the securities markets 
and how mutual funds are operated and regulated. Funds often include information 
of this kind in newsletters, prospectus "wrappers," advertising and sales literature, 
as well as in their prospectuses and shareholder reports. Funds also are increas- 
ingly using the Internet, computer on-line services and other technologies as means 
of communicating with investors. 

The quality of communications with investors is a matter of critical importance 
to the mutual fund industry— effective communication helps investors make in- 
formed investment decisions and ultimately helps maintain investor confidence. 
Well-informed investors understand the importance, and therefore reap the benefits, 
of investing for the long term. In this regard, there has been growing recognition 
on the part of both the industry and the SEC that, to be effective, such communica- 
tions must be not only complete, but also clear and understandable. 

The "advertising prospectus" concept proposed in H.R. 1495 is an important step 
toward facilitating and improving communications with investors, and the Institute 
strongly supports it. SEC Chairman Levitt's "profile prospectus" initiative also rep- 
resents a significant improvement and innovation in effective communication with 
investors. Its use, as well as other efforts to facilitate and enhance communications 
with mutual fund investors, should be encouraged through legislation 

B. Promoting Cost-Effective Regulation 

To promote cost-effective regulation, legislative changes should reduce undue costs 
and burdens on mutual funds wherever this is possible without diminishing investor 
protection. In an era of more limited government resources, it is especially impor- 
tant to consider new, more effective means of accomplishing regulatory missions. 
Modern day regulators must be able to "think smart, taking into full account the 
relative costs and benefits of their regulations and strongly promoting industry self- 
compliance efforts. We are pleased that the stated purposes of H.R. 1495— "to pro- 
mote more efficient management of mutual funds, protect investors, and provide 
more effective and less burdensome regulation" — are fully consistent with these 
premises. 

In order to achieve these goals, however, changes need to be made to rules adopt- 
ed by the SEC under the Investment Company Act, as well as to the governing stat- 
ute. Many of these rules have not been amended in many years, despite significant 
changes in the industry and the marketplace. The Institute recently filed a com- 
prehensive package of regulatory proposals with the SEC, which, if adopted, would 
significantly help to eliminate costs and burdens on mutual funds while fully main- 
taining investor protection. 3 H.R. 1495 also contains important provisions that, if 
modified in certain respects, would reduce unnecessary costs and burdens on mutual 
funds while enhancing investor protection. These include, for example, the proposed 
elimination of certain outdated and unnecessary shareholder voting requirements 
(Sections 2(b) and (c) of the bill), the proposed revised definition of a majority vote 
(Section 2(g)) and the proposed "advertising prospectus" (Section 3). We are con- 
cerned, however, that other provisions of the bill, such as those concerning books, 
records and inspections (Section 4) and reports to the SEC and to shareholders (Sec- 
tion 5), could result in additional, unwarranted costs and burdens for mutual funds 
if adopted as proposed. 

Like the Subcommittee, we are mindful that the current regulatory framework for 
our industry has proven notably successful and resilient, and changes should not be 
made at the expense of key investor protections. Thus, for example, Congress should 
proceed cautiously with any proposed exception of certain pooled securities vehicles 
from all provisions of the Investment Company Act, such as the "private investment 



3 The Institute's recommendations would codify various SEC staff interpretive positions, clar- 
ify certain regulatory issues, eliminate regulatory burdens imposed on activities that do not 
raise the concerns the Investment Company Act is intended to address, and modernize certain 
requirements to reflect current market conditions and contemporary industry practices. A copy 
of the Institute's submission is attached as Appendix 2 to this testimony. 
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companies" proposed in H.R. 1495. I will address this topic in greater detail later 
in my testimony. 

C. Enhancing the Corporate Governance System 

One of the most important features of the Investment Company Act is a corporate 
governance structure that was well ahead of its time. The Act requires every mutual 
fund to have a board of directors or trustees, at least 40 percent of the members 
of which must be independent of the fund's adviser. In addition, the Act imposes 
a series of specific duties and obligations on fund directors, over and above their 
duties under state corporate law. 4 The independent directors, in particular, are 
charged with policing the potential conflicts of interest that occur in the investment 
companv structure. Thus, the directors serve a critically important role in 
overseeing fund operations and safeguarding the interests of fund shareholders. 6 In 
addition, the Investment Company Act provides protections to investors in the form 
of shareholder voting rights. 

The system of corporate governance provided in the Investment Company Act has 
worked well and continues to protect and advance the interests of fund sharehold- 
ers. Nevertheless, we believe that certain modifications, including the changes to 
various shareholder voting provisions proposed in H.R. 1495, could further enhance 
the effectiveness of the existing governance structure. In particular, we strongly 
support: (1) the proposed revision of the definition of a majority vote in the Invest- 
ment Company Act; (2) the proposal to require a shareholder vote in connection with 
a proposed change in a fund's fundamental investment objective; and (3) the propos- 
als to eliminate certain outdated shareholder voting reauirements that do not relate 
to investor protection concerns (i.e., the ratification of fund auditors and the initial 
approval of a fund's investment advisory contract). 

D. Permitting Innovation in Products and Services 

Mutual funds have been leaders in responding to changing investor needs over the 
past several decades by introducing new products and services. For example, taxable 
money market funds were developed in 1972; long-term tax-exempt funds were first 
offered in 1976; tax-exempt money market funds were introduced^ in 1979; and dur- 
ing the 1980s, international funds, precious metal funds, Ginnie Mae and govern- 
ment income funds were developed. In addition, in recent years the industry has 
developed several new structures for mutual funds — including funds with multiple 
classes of shares and so-called master-feeder funds — that are designed to achieve 
economies in fund management and facilitate distribution. Among the many new 
services funds have introduced for their shareholders are toll-free (800) telephone 
numbers, 24-hour telephone access, consolidated account statements, shareholder 
newsletters, shareholder cost basis information, automatic withdrawals and rein- 
vestment of fund dividends and investor information provided through the Internet 
and on-line computer services. 

For the most part, such innovations can be accommodated under the present regu- 
latory framework. The SEC has broad authority to adopt rules and to issue individ- 
ual orders that permit the industry to respond in a timely manner to market 
changes and investor preferences. Nevertheless, as contemplated by H.R. 1495, cer- 
tain amendments to the Investment Company Act could further facilitate this proc- 
ess. 

The Institute strongly supports Section 9 of the bill (concerning "funds of funds") 
because it would give investors access to a broader array of investment products, 
while still maintaining important investor protections. We are encouraged by the 
SEC's recent grant of expanded exemptive relief to certain mutual fund firms cur- 
rently operating "funds of funds." To make this increased flexibility available 
throughout the industry, without the need for funds to obtain exemptive orders, we 
urge that legislation along the lines of Section 9 of H.R. 1495 be adopted. 

The Institute also supports the concept of a "unified fee investment company," as 
an optional new type of mutual fund. If properly structured, the "UFIC" could pro- 



4 The specific responsibilities of the directors include, among others, considering fund contrac- 
tual arrangements with the fund's investment adviser and other outside service providers, valu- 
ing securities for which market prices are not readily available, establishing policies for evaluat- 
ing the liquidity of portfolio instruments, selecting fund auditors, overseeing fund compliance 
with applicable regulatory requirements, and adopting procedures to govern transactions with 
affiliated parties. 

6 In recognition of the increasingly complex and challenging responsibilities placed on mutual 
fund directors, the Institute offers a variety of educational programs and services for the direc- 
tor community. In addition to an annual conference as well as special workshops for fund direc- 
tors, the Institute has developed an Introductory Guide for Investment Company Directors, and 
regularly publishes a newsletter for fund directors, Board Bulletin. 
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vide investors an attractive alternative investment vehicle, which would feature a 
prominently disclosed single fee that is readily understandable and easy to compare. 
Nevertheless, we believe that several changes to the provision in the current bill are 
needed if it is to achieve its intended purpose. 

IV. PRIVATE INVESTMENT COMPANIES 

The Institute generally supports the proposed exemption for "private investment 
companies" in Section 8 of H.R. 1495. This provision would exempt from regulation 
under the Investment Company Act an investment company that is owned exclu- 
sively by institutional investors and wealthy individuals meeting certain thresholds, 
on the theory that such persons can fend for themselves and do not necessarily need 
all of the protections provided under the Act. 6 In concept, this provision is consistent 
with the goal of cost-effective regulation, because it contemplates that the SEC 
should direct its regulatory efforts and resources toward those investors who most 
need the protections of the securities laws. 

Nevertheless, the proposed exemption implicates important public policy concerns. 
In the past, Congress has been reluctant — rightly, we believe — to exempt pooled in- 
vestment vehicles from the Investment Company Act unless sufficient protections 
have been established. When it has provided exemptions, Congress has done so cau- 
tiously and deliberately, appreciating the perils to the public investor and the Amer- 
ican capital markets tnat can arise when pooled vehicles are relieved from the pro- 
tections of the Investment Company Act. 7 The mass marketing and sale of unregu- 
lated pooled vehicles can pose significant dangers to the investing public and the 
American capital markets. 8 The abuses that Ted to enactment of the Investment 
Company Act and the problems that have since arisen from the marketing of un- 
regulated pools should discourage the adoption of any but a narrow and very care- 
fully tailored exemption from the Act. Indeed, it should be noted that the losses in- 
curred by investors recently in exempt pools have prompted governmental authori- 
ties to consider or require applying the principles of the Investment Company Act 
to these vehicles. 9 

The proposed exemption from the Act — based upon the presumed financial sophis- 
tication or acumen of the investors — is unprecedented. Because the concept is so 
untested and the potential risks attendant to such an exemption are so significant, 
Congress itself— not the SEC — should prescribe the terms on which the exemption 
is available. This is the approach taken by Section 8 of H.R. 1495, and we believe 
it is the appropriate one. In addition, Congress should be wary of efforts to delegate 
to regulators the authority to weaken the standards under the exemption. In this 
regard, the Institute notes that a bill recently was introduced in this Subcommittee 
that would create a new exception to the Investment Company Act of 1940 for col- 
lective investment funds that are maintained by charitable organizations. 10 We un- 



6 Specifically, Section 8 would provide an exemption for "private investment companies," the 
outstanding securities of which are owned solely by "qualified purchasers." A "qualified pur- 
chaser" is defined generally to mean (1) a natural person who owns at least $10 million in secu- 
rities, or (2) any other person, acting for its own account or the account of other qualified pur- 
chasers, who in the aggregate owns and invests on a discretionary basis at least $100 million 
in securities. 

7 For example, Congress' willingness to exempt bank common trust funds under Section 3(cX3) 
of the Investment Company Act was largely due to the fact that, since 1937, federal banking 
regulators have authorized banks to operate common trust funds solely as aids to the adminis- 
tration of bona fide trust accounts already managed by the bank. Because these funds are in- 
tended to be administrative devices rather than vehicles for general investment by the public, 
bank regulators have prohibited banks from advertising their common trust funds ana from 
charging a fee to the common trust fund in addition to tees already assessed against the bene- 
ficiaries. 

8 As the recent Askin hedge fund collapse, New Era scandal and Orange County municipal 
investment pool bankruptcy demonstrate, many so-called "sophisticated investors" are quite sus- 
ceptible to dangers resulting from investing in unregulated pooled vehicles. See In the Matter 
of Askin Capital Management, L.P. and David J. Askin, Investment Advisers Release No. 1492 
(May 23,1995); Lewis, ''Separating Rich People from Their Money," N.Y. Times Magazine (June 
18, 1995); "Orange County, Mired In Investment Mess, Files for Bankruptcy," Wall St. J. (Dec. 
7,1995). 

9 For example, the California Treasurer reportedly expressed strong support for requiring that 
local governmental pools mark their portfolio securities to market, reasoning, "By marking to 
market, I think those in the Orange County pool would have known much sooner... that thev 
were in deep trouble." California Treasurer Urges Regular Pool Fund Reporting to Flag Portfolio 
Risk, The Bond Buyer (Jan. 17, 1995) (comments of Matt Fong, Treasurer). Mutual funds, of 
course, are generally required to mark their portfolios to market on a daily basis. 

10 The "Philanthropy Protection Act of 1995" (H.R. 2519). 
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derstand that that bill also correctly contemplates a narrowly-tailored exemption 
that does not give the SEC discretion to expand its scope. 

In establishing the standards of a wholesale exemption from the Investment Com- 
pany Act, Congress should seek to ensure that only those investors who truly are 
capable of fending for themselves will be eligible to purchase securities issued by 
these unregulated pools. As noted above, Section 8 of H.R. 1495 establishes $100 
million and $10 million in securities holdings as the statutory thresholds for institu- 
tions and individuals, respectively. These thresholds, in our judgment, provide the 
necessary assurance that investors in such private investment companies have the 
requisite sophistication to be "qualified purchasers." We recommend that these 
standards be maintained. 

In prescribing the terms on which the exemption is available, however, Congress 
also should seek to guard against situations where unsophisticated investors might 
be drawn inadvertently into an exempt pooled vehicle and subjected to the risk of 
loss that only qualified purchasers are in a position to bear. Tnis might occur, for 
example, if financial institutions or fiduciaries were permitted to aggregate the indi- 
vidual accounts of small investors and thereby to satisfy the "qualified purchaser" 
threshold. In our view, this result would be completely inconsistent with the pur- 
poses of the exemption. We therefore would urge that Section 8 be amended to clar- 
ify that an offering to institutional investors who are "qualified purchasers" as a re- 
sult of having aggregated the interests of non-qualified purchasers would not be per- 
mitted. 

In addition, because unsophisticated or unqualified individuals could be inadvert- 
ently drawn into an exempt pooled vehicle if it were made available to the public 
through a public offering, Section 8 of H.R. 1495 should require that "private invest- 
ment companies" be sold only in nonpublic offerings. In this way, Congress could 
better ensure that sponsors will control the offering and adequately determine that 
all potential investors qualify under the exemption. 11 Such a limitation further 
might clarify to the public and securities regulators the differences between these 
exempt pools and publicly-offered, fully regulated investment companies. 

V. RATIONALIZATION OF FEDERAL-STATE REGULATION OF MUTUAL FUNDS 

One particular aspect of the existing mutual fund regulatory scheme — the current 
dual system of federal and state regulation — stands out as a formidable obstacle to 
achieving many of the goals of modernizing mutual fund regulation. This duplica- 
tive, conflicting and inefficient system is harmful to investors, thwarts efforts to im- 
prove communications with investors, impedes innovation by mutual funds per- 
mitted by federal law and is the antithesis of cost-effective regulation. Progress in 
modernizing mutual fund regulation requires rationalizing this dual regulatory sys- 
tem. To this end, the Institute supports the adoption of legislation to redefine the 
roles of federal and state governments in the regulation of mutual funds. Such an 
initiative is important and long overdue. 

A Federal Regulation 

The Institute has always supported strong federal regulation of mutual funds and 
a well-funded SEC. History has shown that effective regulation is essential to keep- 
ing public confidence in mutual funds. The current system of overlapping federal 
and state regulation, however, does not help, but rather hurts fund investors. 

Today, virtually every mutual fund sells its shares to investors in every state. The 
extensive coverage of mutual funds by the national media, the use of new tech- 
nologies to communicate with shareholders, the mobility of American investors, and 
the national distribution networks through which funds are offered are but some of 
the factors that make the mutual funa marketplace quintessentially national in 
character. As befits a national industry, mutual funds are extensively regulated at 
the federal level by four separate securities laws, notably the Investment Company 
Act, which imposes detailed substantive requirements on the structure and oper- 
ations of mutual funds, as well as continuing disclosure and reporting requirements. 

Among Hie specific requirements to which mutual funds are subject under federal 
law are those governing what a fund may invest in and those relating to the con- 
tents of fund prospectuses and advertising. For example, the Investment Company 
Act imposes limitations on certain types of fund investments, such as illiquid securi- 
ties, and investments that money market funds can make. SEC Form N-1A dictates 
the type of information that must be included in a fund's prospectus. Form N-1A 
also prescribes the order in which certain items must be presented and specifies 



11 We note that today, hedge funds successfully issue their interests in private offerings ex- 
empt under Section 3(c)(1) of the Investment Company Act. 
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which items must be set forth on the cover page of the prospectus. The instructions 
to the form emphasize the need to ensure that information in the prospectus "is set 
forth in a clear, concise and understandable manner." 12 Moreover, all mutual fund 
prospectuses are reviewed initially by the SEC staff, as are material amendments. 
Finally, mutual fund advertising is subject to detailed requirements under various 
SEC rules. Most mutual funds also are required to file their advertisements with 
the NASD, which reviews them for compliance both with SEC rules and with the 
NASD's Rules of Fair Practice. 13 

It is important to note that under federal law, every mutual fund — no matter 
where it does business or where its shareholders live — is subiect to the same strict 
and uniform scheme of regulation by the SEC and NASD. This uniform system of 
regulation is graphically illustrated in Appendix 1 to my testimony. 

B. State Regulation 

Despite this comprehensive scheme of uniform federal regulation, under the cur- 
rent system, a mutual fund also must comply with regulation in every state where 
it sells shares. These regulations differ significantly from state to state, year to year, 
and even fund to fund. The Institute has identified 18 different approaches cur- 
rently taken by states to mutual fund regulation. These differences make a bewil- 
dering patchwork quilt of inconsistent regulation. Eighteen states, for example, 
grant some form of exemption to most or all mutual funds. Many of the other states 
frequently comment on mutual fund prospectuses. Of those states, some also impose 
substantive limits on the investments a fund can make. Still other states require 
funds to register, but do not review their prospectuses. A graphic illustration of this 
"crazy quilt" of state mutual fund regulation also is included in Appendix 1 to my 
testimony. 

Under this system, the idiosyncratic requirement of a single state often affects in- 
vestors in all 50 states. For example, because a fund's portfolio must be managed 
the same way for all fund shareholders, a portfolio restriction imposed by one state 
dictates how the fund's portfolio will be managed for investors in all states. Simi- 
larly, because mutual funds use a single prospectus nationwide, a single state's 
unique disclosure requirements can affect tne disclosure received by all investors. 

C. Resulting Harm to Investors 

The "crazy-quilt" system of state mutual fund regulation hurts investors. First, it 
needlessly duplicates, and often undermines, the SEC's national initiatives to im- 
prove investor protection. Perhaps the best example of this problem is in the area 
of communications with investors. While the mutual fund industry and the SEC 
have recognized the importance of ensuring that prospectuses and other written 
communications are clear, concise and accessible, efforts in this regard are frus- 
trated by a system that allows individual state regulators to demand adherence to 
their own unique disclosure requirements. The result is often a prospectus that is 
unduly long, complex and difficult to comprehend. 

Second, the current system hinders innovations in products and services that are 
permitted by federal law and beneficial to investors. In this regard, I am concerned 
that many of the provisions of H.R. 1495 that are intended to facilitate product in- 
novations, such as those providing more flexibility with respect to the creation of 
"funds of funds," will come to naught as a result of the objections of even a single 
state regulator. There also is great concern within the inaustry that one or more 
states will impede the growth of electronic communications as a means of dissemi- 
nating information to shareholders, notwithstanding the fact that the SEC has just 
issued a release endorsing this trend and setting forth national standards in this 
area. 14 

Third, the system imposes undue compliance burdens on funds. Many fund groups 
must employ special staffs dedicated to complying with the myriad varieties of state 
regulation. This is in addition to the demands on other legal and compliance person- 
nel within fund organizations, who invariably must devote a portion of their time 
to state regulatory matters, as well as the need to retain outside counsel in many 
cases. 

Finally, the existing system diverts state resources away from enforcement and 
education, areas where state involvement clearly benefits investors. Reviewing fund 
prospectuses and advertising, and otherwise duplicating actions undertaken at the 
federal level, is an inefficient use of these limited resources. 



12 SEC Form N-1A, Instruction G. 

13 Funds that are not affiliated with an NASD member file their advertisements with the 
SEC. 

14 Investment Company Act Release No. 21399 (Oct. 6, 1995). 
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D. Recommendations for Change 

The mutual fund industry has devoted years to attempting to remedy this prob- 
lem at the state level. We have worked with the states, both individually and collec- 
tively through North American Securities Administrators Association ("NASAA"). 
Unfortunately, these efforts have been unavailing. 

Thus, we have concluded that this national problem requires a national solution — 
which only Congress can provide. We are aware that NASAA recently has an- 
nounced a Task Force on federal-state securities regulation. The Task Force has a 
distinguished membership. The Institute looks forward to working with it and wel- 
comes its efforts to address, on a wide-ranging basis, the problems posed by the cur- 
rent dual system of regulation. I must emphasize, however, that at least in the case 
of mutual funds, much study already has been done — including by NASAA. The 
problems with state regulation of mutual funds, and the harmful consequences for 
investors, are well documented — and the solution is clear. Not more study and 
delay, but prompt Congressional action, is required. 

Specifically, the Institute urges that the review of mutual fund prospectuses and 
advertisements be lodged exclusively with the SEC and NASD, ana that investment 
limitations be established exclusively at the federal level. The valuable role states 
play in other aspects of securities regulation, such as enforcement and education, 
should be preserved. Accordingly, the mutual fund industry does not object to pav- 
ing state fees and making notice filings. We note that SEC Chairman Levitt recently 
endorsed this very solution, stating that it "makes a great deal of sense" and con- 
stitutes "a good beginning on which to build a broader agreement" regarding federal 
and state roles in securities regulation. 16 

The Institute submits that this approach to mutual fund regulation would pro- 
mote many of the goals of modernizing the mutual fund regulation, thereby benefit- 
ing investors throughout the nation. It would facilitate mutual fund communications 
with investors, encourage innovation in mutual fund products and services and allo- 
cate in a sensible and cost-effective manner the limited resources of federal and 
state governments. Indeed, this model of mutual fund regulation already has been 
adopted in a number of states, to the benefit of their citizens. By enacting legisla- 
tion that adopts such a regulatory scheme nationwide, Congress can ensure that in- 
vestors in all 50 states receive the full benefits of this rational approach to mutual 
fund regulation. 

In closing, we commend the Subcommittee for considering legislation that would 
modernize the Investment Company Act and the securities laws in general. One can 
expect that some issues before the Subcommittee may require more consideration 
and study than others, but none has been more carefully studied and documented 
already than the problems caused by the dual federal-state regulation of mutual 
funds. The need for Congressional action to resolve these problems is widely recog- 
nized — as is the nature of the action Congress must take. We therefore respectfully 
ask the Subcommittee, as you consider all of the issues associated with modernizing 
the securities laws, to retain the option of addressing the problem of dual federal- 
state regulation of mutual funds in the context of H.R. 1495. 

We will work with you to ensure success because resolution of this issue is our 
number one priority. The Subcommittee has provided a tremendous opportunity to 
enact legislation that will modernize the Investment Company Act both to make it 
more effective and to better protect investors. [Additional material submitted is re- 
tained in subcommittee files.] 

Mr. Fields. Thank you, Mr. Fink. 

Mr. Don Powell, Cnief Executive officer of Van Kampen Amer- 
ican Capital. 

STATEMENT OF DON G. POWELL 

Mr. Powell. Chairman Fields and members of the committee, 
thank you for the opportunity to testify regarding H.R. 1495 and 
other matters related to the regulation of mutual funds. My name 
is Don Powell. I am the president and CEO of Van Kampen Amer- 
ican Capital, which is headquartered in Houston and Chicago. We 



16 "The SEC and the States: Toward a More Perfect Union," Remarks by Arthur Levitt, Chair- 
man, U.S. Securities and Exchange Commission, at the Annual Conference of the North Amer- 
ican Securities Administrators Association, Vancouver, British Columbia (October 23, 1995), at 
P. 5. 
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manage about $54 billion in assets and our fund family includes 36 
mutual funds, 38 closed-end funds and 2,800 limited investment 
trusts. Together, these funds serve about two million shareholders 
in all 50 states, Puerto Rico and the District of Columbia. 

Mr. Chairman, I would particularly like to thank you for intro- 
ducing legislation to modernize the mutual fund regulation and 
today I would like to focus on one of these major areas which is 
communications between mutual funds and their shareholders. 

We believe there are some obstacles that Congress and the SEC 
need to address. H.R. 1495 recognizes that communications be- 
tween mutual funds and their shareholders take place along a 
broad spectrum and these include such things as advertising, peri- 
odic reports, prospectuses and now the Internet and I would like 
to briefly touch on each of these four items. 

First, there is a need for flexibility in the forms that fund adver- 
tising may take and Section 3 of your bill would provide this nec- 
essary flexibility and I strongly support the intent of this provision. 
Second, mutual fund periodic reporting requirements should be im- 
proved and Section 5 addresses this issue by giving the SEC more 
flexibility in setting the requirements for these reports. I think it 
is important to remember that improving the quality of the infor- 
mation of these reports and not necessarily increasing their volume 
or their frequency should be the goal. In other words, less can be 
more. 

Third, we need to improve the mutual fund's key disclosure docu- 
ment, the prospectus. A frequent complaint, as you have already 
heard, is that prospectuses are too long, they are too cumbersome 
and they are too legalistic and for this reason, many fund families, 
including Van Kampen American Capital have tried to simplify 
their prospectuses. 

One problem that we face that has been alluded to many times 
is this area of duplicative regulatory review of all of our 
prospectuses. These must be submitted, reviewed and cleared not 
only by the SEC but by also some 30-odd state securities commis- 
sions and, as Mr. Fink has already pointed out, each state can ob- 
ject to the language which has been reviewed by the SEC and in- 
sist on additional disclosure. I hope that Congress can address this 
issue by lodging exclusive authority over fund prospectuses with 
the SEC. 

Another initiative being pursued by the mutual fund industry is 
the so-called profile prospectus. This project, which was developed 
jointly at the initiative of SEC Chairman Levitt, by the SEC, the 
Investment Company Institute and the North American Securities 
Administrators Association, is currently in the pilot phase. The pro- 
file prospectus is a concise, two- to three-page document that sum- 
marizes the most important information about a fund. The use of 
a standardized format makes it easy for investors to understand a 
particular fund and to compare funds. 

The profile prospectus holds great promise for simplifying mutual 
fund disclosure while at the same time making sure that investors 
have a document that many will actually read and understand. 
Congress should take steps to ensure that the profile prospectus 
can oe used by itself and that authority over the contents of the 
profile prospectus is reserved exclusively for the SEC. 
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Finally, Congress and the SEC should act to ensure that mutual 
funds offer products and services through electronic and other 
media. A recent institute survey showed that something like 56 
percent of our shareholders have a personal computer at home and, 
of these, half subscribe to an on-line computer service. In increas- 
ing numbers, funds are establishing Web sites, home pages and 
presences on line. The SEC under the leadership of Chairman 
Levitt has recognized the potential uses of the telecommunications 
technology and has sought to facilitate the use of electronic media. 

I am concerned, however, that even here some states may not be 
as willing to accommodate the electronic document delivery and I 
hope that Congress will help ensure that mutual funds can effec- 
tively use this new technology in communicating with investors. 

I appreciate the opportunity to discuss these important issues 
with you and will be happy to answer any questions the sub- 
committee may have. 

[The prepared statement of Don Powell follows:] 

Prepared Statement of Don G. Powell, President and CEO, Van Kampen 
American Capital, Inc. 

i. introduction 

Chairman Fields and Members of the Subcommittee: Thank you for this oppor- 
tunity to testify concerning H.R. 1495, the "Investment Company Act Amendments 
of 1995," and other matters related to the regulation of mutual funds. 

My name is Don Powell and I am President and CEO of Van Kampen American 
Capital, Inc. Van Kampen American Capital is headquartered in Houston and Chi- 
cago and manages or supervises $54 billion in assets. Our fund family includes 36 
open-end mutual funds, 38 closed-end funds, and 2,800 unit investment trusts. To- 
gether, these funds serve 2 million shareholders. Our funds are sold through inde- 
pendent sales forces in all 50 states, Puerto Rico, and the District of Columbia. We 
employ almost 1,300 individuals — about 500 in Houston and 400 in Oakbrook Ter- 
race, Illinois, with the remainder in Kansas City, Missouri, New York, and else- 
where. 

Mr. Chairman and Congressman Markey, I particularly want to thank you for in- 
troducing legislation to modernize and improve mutual fund regulation in the Unit- 
ed States. Although the U.S. system of mutual fund regulation has served investors 
well, there are a number of areas where improvements are necessary. I wish to 
focus on one area that I believe to be of particular importance to the mutual fund 
industry and the shareholders we serve. This is the need of all mutual funds to be 
able to communicate with their shareholders and other investors as clearly and as 
effectively as possible. While there is much that the mutual fund industry can and 
is doing on its own to improve shareholder communications, there are obstacles that 
Congress and the Securities and Exchange Commission need to address. 

II. SHAREHOLDER COMMUNICATIONS 

A Advertising and Sales Literature 

The SEC, the mutual fund industry, and investors all want to improve the quality 
of communications between funds and shareholders. For our fund group, the ration- 
ale is simple: We want investors to understand what they are buying. We believe 
that they are more likely to be satisfied with their investment results if they have 
appropriate expectations about performance and risks. For investors the rationale 
is also clear: Tney want more user-friendly information on which to base their buy- 
ing decisions. 

H.R. 1495 recognizes that communications between mutual funds and sharehold- 
ers take place along a wide spectrum, including advertising, periodic reports, 
prospectuses, and, now, the Internet. My testimony today will address all four of 
these media. First, I would like to talk about improvements that can be made in 
fund advertising. Section 3 of the bill addresses this issue in a very helpful way. 

As you know, the federal securities laws and the SEC's rules impose detailed and 
strict requirements on mutual funds' activities. In addition to restrictions on lever- 
age, limits on transactions with affiliates, and corporate governance standards that 
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go beyond the requirements of state corporate law, these requirements include de- 
tailed standards on advertising and other matters. 

The current system of disclosure significantly limits the forms investor commu- 
nications may take. The system essentially revolves around the statutory prospec- 
tus. The Securities Act requires that every prospective investor receive a copy of a 
fund's prospectus. The SEC has promulgated detailed requirements about tne for- 
mat and content of the prospectus. A second document, the statement of additional 
information, or "SAI," contains other, less important information and must be made 
available to investors upon reauest. 

All information about a funa other than the prospectus and the SAI must fall into 
one of three categories. First, an advertisement can take the form of a "tombstone," 
which contains certain specific, limited information about the fund. Second, it can 
take the form of sales literature that may contain additional information if it is ac- 
companied or preceded by the prospectus itself. Third, it can be an advertisement 
that is limited to information the substance of which" appears in the prospectus. 
The first of these categories is extremely narrow and allows for too little information 
to be helpful; the second category entails significant expense because it requires 
that a prospectus accompany any such materials. 

Superficially, the third alternative — using materials "the substance of which" is 
in the prospectus — should be very helpful. In fact, it too is very restrictive. The 
problem is that much information that investors would find helpful, such as per- 
formance information, may be used in sales literature only if they are first incor- 
porated in the prospectus. This adds length and can burden an already crowded pro- 
spectus. 

Section 3 of H.R. 1495 attacks this problem by permitting funds to use sales lit- 
erature that is not limited to information in the prospectus, i -trongly support the 
intent of this provision. 

B. Periodic Reports 

As part of the goal of promoting more effective communications with shareholders, 
mutual fund periodic reporting requirements should also be improved. Section 5 of 
H.R. 1495 addresses this issue by giving the SEC more flexibility in setting require- 
ments for these reports. Improving the auality of information in these reports, not 
increasing their volume or frequency, snould be the goal — less can be more. Too 
much detail or volume can be confusing and uninformative to shareholders. 

Under the SEC's current rules, every mutual fund must send shareholders a semi- 
annual and an annual report. These reports must include management's discussion 
of fund performance; a statement of net assets, including a list of each investment 
held by the fund; a statement of operations; a statement of changes in net assets; 
a financial highlights table for the past ten years; and a number of other types of 
information. Much of this information goes beyond what is required by generally ac- 
cepted accounting principles. In addition, some of the data is little understood by 
shareholders. 

I believe that some of the information now reauired could be eliminated without 
impairing shareholders' understanding of a fund s operations. As one example, the 
list of a fund's investments, which can run more than twenty pages for some funds, 
could be shortened by limiting disclosure to the fund's twenty-five largest holdings 
or to any investment that amounts to more than one percent of the mnd's assets. 
A full list could be made available to those shareholders who request it. 

C. Prospectus Improvements 

1. Simplification — A frequent complaint is that prospectuses are too long, too 
cumbersome, and too legalistic. For this reason, many fund families, including Van 
Kampen American Capital, have pursued prospectus simplification. A concerted ef- 
fort is being made to shorten prospectuses, eliminate legalese, and emphasize the 
most important information. 

One problem we face in this area is the need to obtain duplicative regulatory re- 
view of all our prospectuses. These must be submitted, reviewed, and cleared not 
only by the SEC staff but also by each of thirty-odd state securities commissions. 
Each of these agencies can object to new language or decide that some disclosure 
which we thought could safely be eliminated must be restored. I should note that 
I have frequently heard that a state agency demanded additional disclosure, more 
prominent disclosure, or disclosure moved to the cover page. I have never heard of 
an agency commenting that a particular disclosure was too long, was completely un- 
necessary, or should be moved to the back. 

2. The Profile Prospectus — One initiative being pursued by the mutual fund indus- 
try to simplify and improve disclosure to investors is the so-called "profile prospec- 
tus." The profile project was developed jointly, at the initiative of SEC Chairman 
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Levitt, by the SEC, the Investment Company Institute, and the North American Se- 
curities Administrators Association. The Droject is currently in a pilot phase, with 
eight fund groups participating. 1 The profile prospectus is a short, two-to- three page 
document tnat summarizes the most significant information about an investment in 
a fund. The information includes: (I) the fund's investment objective, (2) its invest- 
ment strategies, (3) material risks, (4) appropriateness of the fund for particular in- 
vestors, (5) its sales charges and fund expenses, (6) the fund's past performance, in- 
cluding a bar chart showing performance in each of the last ten years, (7) the iden- 
tity of the fund's investment adviser, (8) how to make purchases, (9) how to make 
redemptions, (10) dividend information, and (11) other services. I have attached 
some representative examples. 

The profile prospectus brings together, in a concise format, the most critical infor- 
mation investors need to know about the fund. In addition, the use of a standard- 
ized format makes it easy for investors to compare one fund with another, or with 
several others. The profile prospectus holds great promise for simplifying mutual 
fund disclosure while at the same time making sure that investors have a document 
that many more will actually read and understand. The Institute currently is en- 
gaged in a consumer research project to gauge investor reaction to the profile pro- 
spectus. We expect it to be highly favorable. Two regulatory hurdles remain. First, 
toe SEC to date has approved the use of a profile prospectus only in conjunction 
with the full fund prospectus. I believe that the profile prospectus can responsibly 
and beneficially be used by itself, so long as all investors, if they wish, are able to 
request and receive a complete prospectus in advance of any investment and so long 
as all investors receive a copy of the full prospectus automatically with confirmation 
of their purchase. 

Second, even if the SEC agrees to permit the use of the profile prospectus on a 
stand-alone basis, state regulation undoubtedly will create problems. In the disclo- 
sure area, the SEC currently does not have exclusive authority, and profile 
grospectuses likely will bear little resemblance to what Chairman Levitt intended 
rilowing state review and comment. At least some states are not likely to permit 
the profile to be used alone, even if this use is approved by the SEC. There is prece- 
dent for this. In 1983, when the SEC first separated disclosure into a prospectus 
and a statement of additional information, some states required that all investors 
receive the SAI even though the SEC required only that it be provided upon re- 
quest. It is also possible that individual states will adopt their own requirements 
as to what is included in the profile, just as some states require specific disclosure 
on the cover page of a prospectus beyond what the SEC requires. Congress should 
take steps to ensure that tne profile prospectus can be used by itself and that au- 
thority over the contents of tne profile prospectus is reserved exclusively for the 
SEC. 

3. Risk Disclosure — The mutual fund industry has focused particularly on improv- 
ing investor understanding of the risks of mutual fund investments. We believe that 
complete disclosure of risk is essential to maintaining the broad confidence of the 
American investing public in mutual funds. Currently, there is one proposal to 
"shortcut* shareholder communication and "simplify" prospectus disclosure of risk 
that, in my view, should be rejected. This is a proposed requirement that all fund 
prospectuses disclose a numerical measure of risk. This approach is fundamentally 
flawed because it rests on the incorrect assumption that there is some single, objec- 
tive measure of investment risk. Instead, risk is a complex concept, not susceptible 
to easy quantification. Moreover, the use of a single government-mandated measure- 
ment may in fact mislead investors who do not understand the limitations of the 
measurement or who cannot evaluate its relevance to their own situation. As just 
one example, an equity fund in general poses more short-term risk than does a 
fixed-income fund. Yet most financial advisers would tell a thirty-year old trying to 
decide which of the two funds to purchase for his 401/ky plan that nis risk of having 
insufficient retirement savings is greater if he buys the fixed-income fund. Thus, a 
risk measure based on short-term volatility would not be appropriate for such an 
investor. 

A far better approach would be to require concise narrative disclosure, along with 
a bar chart showing a fund's year-by-year performance. This i§ the approach taken 
in the profile prospectus project. For example, the following bar graph illustrates 
how key aspects of risk can be disclosed in visual terms — i.e., that an investment 
can go up and down over time, that the investor can lose as well as make money. 
and that a longer-term p er sp ective is appropriate. 
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D. Electronic Information Dissemination 

Finally, Congress and the SEC should act to ensure that mutual funds are able 
to offer products and services through electronic and other media. Efforts to improve 
shareholder communications through the use of new technologies should be encour- 
aged by the federal securities laws. Preliminary data from an Institute survey of 
1,500 mutual fund shareholders indicates that investors have clearly entered the 
new "information age." Fifty-six percent have a personal computer at home, and ap- 
proximately one-half of them subscribe to an on-line computer service. In increasing 
numbers, funds and other providers of financial services are establishing web sites, 
home pages and presences "on-line" to communicate with investors and sharehold- 
ers. The SEC, under the leadership of Chairman Levitt and Commissioner Wallman, 
has recognized the potential uses of computer and telecommunications technology 
and has sought to facilitate the use of electronic media to provide disclosure docu- 
ments. For example, the SEC's recent releases on the use of electronic media state 
that a mutual fund could make supplemental sales literature available on the 
Internet so long as the literature contains "hyperlinks" to the fund's electronic pro- 
spectus. 

The SEC's releases are very helpful. They clearly reflect the potential value of 
these new services to investors. Irrespective of the SEC's policies, however, the 
availability and utility of such services to mutual fund investors depends on the 
judgment of state securities regulators — a matter of some concern in view of the in- 
consistency and conflicts that our dual regulatory system has occasioned in other 
contexts. I am concerned, for example, that (in contrast to the SEC) some states 
might not consider electronic access to a prospectus to constitute delivery. In 
cyberspace, as elsewhere, the mutual fund marketplace is a national one — and, if 
it is to serve investors best, it requires national standards set by the SEC. Congress, 
in my judgment, should give the SEC the necessary authority to set such standards. 

I appreciate this opportunity to discuss these important issues with you. I would 
be happy to answer any questions the Subcommittee may have. 

Mr. Fields. Thank you, Mr. Powell. 

Mr. James Riepe, Managing Director, T. Rowe Price Associates. 

STATEMENT OF JAMES S. RIEPE 

Mr. Riepe. Thank you very much, Mr. Chairman. 

My name is James Riepe, I am a managing director of T. Rowe 
Price, a Baltimore-based investment management firm that serves 
as an investment advisor for the T. Rowe Price family of funds. I 
have been actively involved in the fund industry for over 25 years 
and served as chairman of the Investment Company Institute for 
2 years. I am also a member of the Board of the NASD and Chair- 
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man of its Investment Companies Committee and I, too, am very 
pleased to be here today. 

Founded over 55 years ago, T. Rowe Price now manages over $70 
billion of assets. Some 46 billion of that is contained in 70 no-load 
mutual funds that belong to some nearly four million accounts. 
Price Associates' operations are based in Baltimore but we also 
have shareholder servicing operations in both California and Flor- 
ida. We distribute our funds nationally. 

I, too, would like to join my fellow panelists in commending the 
Chairman and Congressman Markey on H.R. 1495. While we be- 
lieve the Investment Company Act has served investors well and 
has played a very major role in the growth of the fund industry, 
there is no question that the proposed bill includes several provi- 
sions that we believe will enhance the ability of the fund industry 
to continue its tradition of offering innovative products which will 
better serve investors. 

One particularly interesting innovation in the bill which has al- 
ready been discussed this morning is the UFIC proposal, originally 
recommended by the SEC staff in its 1992 report on investment 
company regulation. A UFIC or a unified fee investment company 
is a single-fee fund under which all fund expenses are paid out of 
a single fee which would be prominently disclosed, I might add, to 
investors. The fee, rather than being set by the fund directors, 
would be established by the fund's advisor at the time the fund was 
formed. Given the highly competitive nature of the fund industry, 
which has resulted in many funds adopting fee caps or their own 
variations on the single fee concept, the marketplace will ensure 
that such fees are set at competitive levels. 

The UFIC proposal offers a number of important benefits. First, 
I think investors will be able to invest in funds that have very pre- 
dictable annual expenses which can be easily compared to other 
funds. Second, fund directors who importantly will retain all of 
their other responsibilities under the Investment Company Act, 
will be able to focus on core functions, such as guarding against 
conflicts of interest, monitoring investment performance and oth- 
ers. Third, the UFIC structure is similar to how funds are priced 
overseas. This may enhance the fund industry's competitiveness 
since they would be using the same structure here and abroad. 
Then, last, it would eliminate fluctuations in expense ratios for 
funds that adopt this structure, which would make it easier for 
fund investors to understand the costs of a fund. 

While we strongly support the concept of UFIC, in my written 
testimony we have recommended a few changes which we think 
will better enable it to achieve its intended results. The bill also 
provides relief for a fund-to-fund, subject to certain conditions 
which Mr. Barbash discussed. Price Associates currently offers two 
such funds of funds which, in just 5 years, have proven to be very 
popular with investors to the tune of over $2 billion. 

Within the past few weeks, the SEC has issued an amended 
order removing some of the very stringent limitations that were 
originally imposed on these funds. The fund-of-funds provision in 
the bill in effect codifies the SEC's current views of these funds. We 
strongly support its enactment as it would eliminate unnecessarilv 
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cumbersome requirements and it would obviate the need for fund 
groups such as ours to seek individual SEC exemptive orders. 

Our industry has also been very innovative in the area of share- 
holder communications. In this regard, I would like to join Mr. 
Powell in saying that the subcommittee's attention to the profile 
prospectus is very important to us. Price Associates is a participant 
in the pilot project to develop a short form document containing 
key information about a fund in a standardized format. We are 
hopeful that following completion of this pilot program, the SEC 
will permit the use of the profile as a stand-alone document with 
investors being given the option of receiving the full statutory pro- 
spectus before making an investment decision. 

Federal/state regulation, as Mr. Fink indicated, is of tremendous 
importance not only to the industry but to T. Rowe Price. Pres- 
ently, a number of states are endeavoring to regulate not only the 
offering materials of mutual funds sold in their state but in many 
cases the actual investment policies and internal operations of 
these funds as well. The end result is an odd one in that any one 
state has the capacity to dictate a national standard and that one 
standard may, in fact, conflict with the SEC's policy. 

All of these areas of our fund activities are already regulated in 
a very thorough and effective manner on a national basis by the 
SEC and the NASD. To me, the record is very clear. Since the 
adoption over 50 years ago of the Investment Company Act, the 
SEC's regulation of funds has helped to produce the funa industry, 
remarkably free of fraud and scandal and one that has met with 
overwhelming popularity of the investing public. 

Funds and their advisors expend substantial human and finan- 
cial resources in complying with duplicative, individual state regu- 
lation. Reserving exclusive authority over mutual fund regulation 
at the Federal level would sharply reduce the unnecessary burden 
on fund organizations that results from duplicative and often con- 
flicting state requirements and it would do this, I might add, with- 
out reducing investor protections. In fact, mutual funds pay more 
than $100 million a year in fees to the states in support of their 
efforts to police fraud and sales practice. 

I would end with that, Mr. Chairman, and thank you again for 
the opportunity to testify today. 

[The prepared statement of James S. Riepe follows:] 

Prepared Statement of James S. Riepe, Managing Director, T. Rowe Price 

Associates, Inc. 

My name is James S. Riepe. I am a Managing Director of T. Rowe Price Associ- 
ates, Inc., a Baltimore-based investment management firm that serves as an invest- 
ment adviser to the T. Rowe Price family of no-load mutual funds and to individual 
and institutional clients. I have been actively involved in the mutual fund industry 
for over 25 years. From 1990 to 1992, I served as Chairman of the Investment Com- 
pany Institute, the national association of the investment company industry. In July 
1991, I was appointed by Securities and Exchange Commission Chairman Richard 
Breeden to the Market Oversight and Financial Services Advisory Committee. I am 
currently a member of the Board of the NASD and Chairman of its Investment 
Companies Committee. I welcome and appreciate the opportunity to appear today. 

T. Rowe Price now manages some $72 billion in assets, $46 billion of which is in 
70 no-load mutual funds held in nearly 4 million investor accounts. The Price Funds 
include 25 equity funds, 14 income funds, 19 municipal bond funds and 12 inter- 
national funds. With the exception of 11 state specific municipal bond funds, these 
Funds are sold in all 50 states. Currently, T. Rowe Price Associates has over 2,000 
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employees, 1,800 of whom work in the Baltimore metropolitan area. We also have 
shareholder servicing operations in Los Angeles, California and Tampa, Florida. 

Founded over 55 years ago, T. Rowe Price Associates is one of the oldest and larg- 
est distributors of no-load mutual funds. Its funds are marketed directly to investors 
who, in turn, purchase shares of the funds directly from T. Rowe Price. These in- 
vestments are made in both regular and qualified retirements accounts such as 
IRAs. 

In addition, T. Rowe Price provides its mutual funds and recordkeeping services 
to more than 700 defined contribution plans sponsored by corporate and public em- 

?loyers. This fast growing mutual funa constituency is now made up of more than 
50,000 plan participants investing through their employer in T. Rowe Price Funds. 
With more than o,000 funds available, the mutual fund industry is highly com- 
petitive and is known for the innovative developments that it has brought to the 
investing public in the past. These initiatives have resulted in a wide array of in- 
vestment options and services being made available to investors. T. Rowe Price in 
particular was one of the first fund groups to offer a variety of international funds 
and to offer its funds to workers saving for their retirement through defined con- 
tribution plans. 

We wisn to commend Chairman Fields and Congressman Markey on HR 1495, 
The Investment Company Act Amendments of 1995. This bill includes several provi- 
sions designed to enhance the ability of funds to develop further innovations and 
thereby continue our tradition of being responsive to the needs of investors. Two 

Provisions in particular that I will discuss are those concerning the so-called "uni- 
ed fee investment companies" and "funds of funds". I will also discuss the indus- 
try's innovations in shareholder communications, including simplified prospectuses 
and electronic communications. 

One potential roadblock to these and other innovations is the archaic and costly 
system of overlapping federal and state regulation of mutual funds. Thus, my testi- 
mony will also discuss problems that result from this system and the serious need 
for reform. 

The Unified Fee Investment Company 

Section 6 of the Investment Company Act Amendments of 1995 provides for an 
innovative new form of investment company structure that will be of significant 
benefit to investors. It is referred to as a UFIC and is an "all in" or unified fee in- 
vestment company. The unified fee concept, which has been suggested in various 
forms since 1980, has now developed into a form which combines the best features 
of the current governance structure of both U.S. and foreign mutual funds. It would 
provide investors with the ability to invest in a fund with a predictable annual cost 
which could be easily compared with the cost structure of other funds. 

The idea of the UrIC, which was included as a recommendation in the 1992 SEC 
staff report on investment company regulation, is a simple one. The internal cost 
or pricing of the mutual fund would be set by the investment adviser or creator of 
the product in the same manner that the price or investment yield is determined 
for most other financial products such as variable annuities and other insurance 
products. This price, meaning the day to day expenses of the fund including the in- 
vestment advisory fee, woula be set by the adviser as a fixed percentage of assets 
and cover all expenses. This would be an "all in" fee and is the reason for the name 
unified fee investment company or UFIC. 

This is the way most mutual funds are priced in the rest of the world and differs 
from the present U.S. structure where most fixed costs depend on the actual dollars 
charged for various services during the year resulting in a variable expense ratio. 
The other principal difference is th*t the market, rather than the board of directors, 
sets the fee. This structure offers investors a significant advantage — it enables them 
to easily and accurately compare the costs borne by competing funds. 

Like traditional mutual funds, a UFIC would have a Doara of directors, including 
directors unaffiliated with the sponsor. Their boards would fulfill exactly the same 
role they now do except for one thing. They would no longer be responsible for annu- 
ally negotiating the "price" of the product or management fee with the adviser. The 
overall fee would be set by the adviser as dictated by the marketplace. Investors 
would be able to see the price stated as a fixed expense ratio and, most importantly, 
compare it with the "unified" price of other UFICs, and the expense ratios of tradi- 
tional mutual funds. 

With thousands of funds offered by hundreds of different advisers, the mutual 
fund industry has become very competitive. A fund with an excessive expense ratio 
will not be competitive and, therefore, will not attract meaningful assets if investors 
have alternatives. Accordingly, there is every reason to have an optional structure 
allowing the adviser to set its "price" and permit investors to make their own deci- 
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sion as to whether the price is reasonable, rather than having the directors perform 
an annual negotiation on their behalf. 

Indeed, perhaps the best evidence of the competitive nature of the marketplace 
as it concerns fees is the fact that many funds today impose voluntary caps on their 
expenses, especially during the early years of a new fund, when expenses tend to 
be higher. An expense cap is used to make funds competitive that would not other- 
wise be so. Within our fund group, about one-third of our funds have an expense 
guarantee, under which we set a cap on expenses and absorb any fund expenses 
that exceed that level. 

With the exception of negotiation of fees, the important responsibilities of UFIC 
directors would otherwise remain as they are in the current structure. That is, they 
would be responsible for the overall monitoring of the business conduct and invest- 
ment activities of the adviser, policing conflicts of interest and correcting bad prac- 
tices, such as the misuse of brokerage and violations of codes of ethics. The directors 
also would remain available to resolve disputes and allocate liability between the 
fund's adviser or other service providers. 

We support the concept of a UFIC and believe it could offer several important 
benefits for shareholders of funds that elect to adopt the structure. (I should stress 
that the UFIC is only an optional structure and that it would in no way affect the 
operations of traditional mutual funds.) First, it would enhance the ability of inves- 
tors to "price shop" among various funds. Second, in view of the increasing demands 
on fund directors, it would allow directors to focus more on core responsibilities, 
such as preventing conflicts of interests and monitoring the funds' activities, while 
leaving economic considerations to the marketplace. Third, as more fund groups 
seek to offer shares overseas, there will be efficiencies and cost savings from being 
able to use a similar pricing structure for domestic and foreign funds. And fourth, 
for smaller funds whicn choose to adopt this new structure, it will eliminate fluctua- 
tion in expense ratios caused by rising and falling asset levels. 

Nevertheless, several changes are needed in the present version of the bill to 
allow the UFIC design to efficiently achieve its intended results. First, we do not 
believe that the statute should delegate responsibility over the single fee to the di- 
rectors, even in the more limited fashion provided in the bill. This provision misses 
one of the basic points of the UFIC concept which is to let the market and investors 
decide the economic "pricing" question. Moreover, it could be a source of open-ended 
liability to fund directors. 

Other suggested changes would include: permitting the registration of a UFIC 
without prior SEC rulemaking or order; providing for conversion of an existing fund 
into the UFIC form with the approval of shareholders; clarifying the directors' re- 
sponsibility in renewing the advisory contracts; and extending the ability to use the 
UFIC form to front-end load funds. In addition, in order to further the "fixed" na- 
ture of the single fee, we recommend that, in general, increases in the single fee 
be subject to shareholder approval. 

Fund of Funds 

The second proposed innovation in the bill on which I will comment is the so- 
called "fund of funds". Specifically, Section 9 recognizes that there is a very useful 
role for various types of funds of funds. Indeed, T. Rowe Price offers two such funds, 
which permit investors to have their investment dollars allocated among several un- 
derlying funds in our group. Our experience, plus $2 billion of shareholder invest- 
ments, conclusively show that investors do benefit from and appreciate guidance on 
allocating their investments among different types of funds through a fund of funds. 
Just in the last few weeks, the SEC issued an order removing several unnecessary 
restrictions on these funds. In many respects, the SEC's viewpoint is similar to Sec- 
tion 9 of the bill. Accordingly, we support this provision of the bill as enacting into 
law the SEC's current views on the subject, wnich would make it unnecessary for 
T. Rowe Price and other fund groups to obtain exemptive relief in order to offer this 
practical service. 

Profile Prospectuses and Technological Advances 

I would like to turn to another area of regulatory innovation where the mutual 
fund industry and the SEC are actively working, namely, the simplified prospectus, 
telecommunications and electronic technologies. 

An example of the simplified prospectus initiative is the "profile prospectus" which 
is now in a pilot phase. The profile is a short-form document that is written in plain 
English, and has a mandated format and content. It has been designed to benefit 
investors by simplifying and standardizing prospectus disclosure and thereby facili- 
tating the review and comparison of different funds. We have participated with sev- 
eral other fund groups and the SEC in this pilot project, under which the profile 
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must accompany the full prospectus. Our initial results are encouraging with favor- 
able responses from investors. Ultimately, in order to realize the full benefit of this 
initiative, the profile prospectus should be allowed to stand alone, i.e., not be accom- 
panied by the full prospectus. In such a case the investor could still request a full 
prospectus prior to making an investment and would receive one in any case with 
his or her confirmation of sale. 

We and other fund groups are also exploring electronic advertising and the deliv- 
ery of prospectuses and fund reports through the Internet and commercial on-line 
services. The SEC is cooperating in this endeavor, having recently issued an inter- 
pretive release and prospective rule changes designed to permit and encourage these 
initiatives. 

However, these and past SEC initiatives, although of general benefit to investors, 
have and can be expected to continue to be frustrated by the present ability of a ay 
one or more states to second guess the national solutions and requirements worked 
out by the SEC. This problem has been and continues to be a serious one and leads 
into my final subject. 

Overlapping Federal-State Regulation of Mutual Funds. 

Federal-State regulation is an area which is of great importance to T. Rowe Priu*. 
but more importantly to the entire mutual fund industry and its shareholders. Pres- 
ently, a number of states are endeavoring to regulate not only the offering material 
of mutual funds sold in their state, but in many cases, the investment policies and 
internal operations of these funds as well. Both of these areas are already regulated 
in a very thorough and effective manner on a national basis by the SEC and the 
NASD. The record is very clear that SEC and NASD regulation of mutual funds has 
produced a fund industry remarkably free of fraud and scandal. 

Mutual funds and their advisers expend substantial resources both in dollars and 
time in attempting to comply with individual state disclosure requirements which 
may differ not only among states but with the SEC as well. Our Legal Department 
currently must commit a significant portion of the time of three attorneys, one com- 
pliance officer, one securities paralegal and four blue sky paralegals to comply with 
these state requirements. In order to meet the demands of particular states, we 
have often had to change the text of our universal fund prospectuses used nationally 
or else attach special stickers", supplements or legends to the prospectuses sent 
into those states. 

Reserving exclusive authority over mutual fund prospectus disclosure to the SEC, 
as is contemplated in the Capital Markets Reform Bill introduced by Chairman 
Fields, would sharply reduce the unnecessary burden on fund organizations that re- 
sults from the duplicative and conflicting state disclosure requirements. Even more 
importantly it would eliminate investor confusion arising from different and often 
conflicting disclosures by prescribing a common national prospectus. It stands to 
reason that mutual fund prospectuses and other offering material that meet the 
standards mandated by Congress and implemented by the SEC and NASD should 
be just as protective of investors in Texas as they are in Massachusetts. The crazy 
quilt of current disclosure requirements clearly does not increase investor protec- 
tion. 

Another problem concerns mutual fund advertising. T. Rowe Price, as a direct- 
marketed fund complex, does not rely on commissioned salespeople, but rather offers 
its funds directly to investors, free of sales charges. Accordingly, it relies heavily on 
written advertising to reach prospective investors. This material is subject to strict 
rules under the securities laws and is filed with, and reviewed by, the NASD. Nev- 
ertheless, a handful of states require us to also file our advertising with them and 
one state actively reviews and comments on advertising. Earlier this year, this state 
promulgated its own standards for prospectus "wrappers" that differ from those of 
the NASD. Because it is difficult to segregate the wrappers provided to investors 
in this state from those provided to investors in other states, funds have had to fol- 
low this state's requirement for all prospectus wrappers. Thus, in this way, a single 
state has been able to dictate a nationwide standard. 

In addition to overlapping state and federal disclosure regulations, many states 
subject mutual funds to their own substantive requirements, such as specific invest- 
ment restrictions. As stated previously, it is clear to all that the 1940 Act is both 
thorough and complete in its regulation of mutual funds; moreover, the SEC has a 
substantial and knowledgeable Investment Management Division that successfully 
carries out the purposes of that Act. The 1940 Act is very specific concerning sub- 
stantive operational requirements including adherence to stated objectives and poli- 
cies. For example, a mutual fund is limited with respect to its borrowing or 
leveraging ability and its capital structure. Transactions with affiliates are either 
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prohibited or strictly regulated. Certain investment policies must be stated and can 
be changed only with a shareholders vote. 

The point is that a mutual fund's structure, operations and investment policies 
are thoroughly regulated on a national basis by the 1940 Act and the regulations 
and policies of the SEC. Since its adoption over 50 years ago, this national regu- 
latory structure has proven to be a resounding success for the investing public. The 
additional substantive requirements that many individual states have imposed, such 
as diversification requirements, policies with respect to options and futures, and ex- 
pense limitations, have neither provided nor resulted in any improvement over 
those mandated by the 1940 Act. 

The bottom line is that state regulation in this area hasn't added anything to in- 
vestor protection. In fact by forcing such requirements on a fund one of two things 
happen, neither of which is good for the investors or the nation at large. Either the 
fund complies with the state's policy, with the result that the state has effectively 
dictated policy for the nation at large, or the fund is not sold in that state. 1 This 
alternative deprives the investors in that state of the opportunity to make their own 
choice. 

I wish to emphasize that the industry does not object to paying its fair share of 
fees to the states to support their efforts to police fraud ana sales practice abuses. 
We believe that state regulation can and should continue to play a critical role in 
this area. Indeed, by not utilizing resources to duplicate the efforts of the SEC and 
NASD, state efforts in these areas could be enhanced. 

It is very difficult to believe that if Congress were starting de novo today to regu- 
late the mutual fund industry that it would design the present overlapping, costly 
and burdensome federal-state structure that provides no additional benefits or pro- 
tections for investors. I strongly urge you to take this opportunity to address the 
counterproductive aspects of this current dual system of federal/state regulation 
while preserving at the same time its best features. 

Conclusion 

We are very proud of our mutual fund industry and its incomparable record of 
serving the investor. We believe that by making the improvements with respect to 
mutual funds proposed in HR 1495, we will succeed in continuing this record in the 
future. 

Mr. Fields. Thank you very much. 

Ms. Marianne Smythe, partner of Wilmer, Cutler and Pickering. 

I hope I pronounced your last name correctly. 

STATEMENT OF MARIANNE SMYTHE 

Ms. Smythe. Yes, sir, thank you. And thank you very much for 
asking me to be here today. 

My name is Marianne Smythe and I am a partner at the law 
firm of Wilmer, Cutler and Pickering. Before joining that firm 2V2 
years ago, I was the director of investment management at the 
SEC and I feel it is a great honor to be asked to appear before you 
today and really a privilege to be here with this distinguished 
panel. 

Mr. Chairman, I believe that you and the subcommittee deserve 
enormous credit for introducing legislation that would sweep cob- 
webs off of the 55-year-old Investment Company Act. I would add 
that I am 53 years old and probably could use some cobweb sweep- 
ing myself. 

There are many commendable features of H.R. 1495 and I have 
been asked to testify concerning just one of those, the amendments 
that would exempt from regulation under the act investment com- 
panies owned by qualified investors. My firm represents Tiger 
Management Corporation, a registered investment advisor and 



1 In some circumstances states will waive compliance with a state substantive requirement in 
exchange for special disclosure in the form of a sticker on the cover of the prospectus. Clearly 
this is not useful to investors and is a burden to the fund. 
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Tiger, two of whose officials are behind me today, strongly supports 
these amendments which would free private investment companies 
that are open exclusively to qualified investors from unnecessary 
regulation. 

I want to make clear at the outset that we don't advocate nor 
does this legislation advance the wholesale abrogation of the In- 
vestment Company Act of 1940 and no one should seriously dispute 
that statute's efficacy through the years in offering substantial pro- 
tections to investors, nor should anyone doubt the continued valid- 
ity of that law for the overwhelming majority of investors. 

For qualified investors, whoever, wno, through their own re- 
sources may monitor their own interests, the Investment Company 
Act poses an unnecessary impediment to their freedom to invest as 
they choose. In the same vein, enterprises in need of capital may 
be blocked from obvious and willing sources of capital by the limi- 
tation the act poses to capital formation through these vehicles. 

The Investment Company Act generally requires that all securi- 
ties investment pools register under the act and the registration 
imposes on these pools substantial requirements and restrictions. 
The private investment company exemption to the act, Section 
3(cXD says that pools with fewer than 100 investors that do not 
make a public offering of their shares need not invest. It is this 
provision that allows funds managed by Tiger and others to avoid 
the strictures of the act. However, the limitation of ownership of 
such funds to 100 or fewer investors effectively excludes many so- 
phisticated investors from participating in these funds. Managers 
in the greatest demand, like my client, those with the best records, 
find themselves having to turn away investors and maintain wait- 
ing lists. 

H.R. 1495, with certain modest but critical modifications, would 
cure this problem. Proposed new section 3(c)(7) would exempt from 
the act funds sold only to qualified purchasers without placing any 
limit on the number of qualified purchasers that may participate 
in the fund. In theory, Section 3(c)(7) would give a sponsor of an 
existing private investment company two options. One, create a 
new 3(cX7) fund in addition to an existing 3(cXD fund or, two, take 
an existing 3(c)(1) fund and convert it into a 3(c)(7) fund. 

But in practice, right now, the statute as written would not work 
to that intended result without a couple of modifications. One 
would put to rest the question of whether a side-by-side 3(c)(1) and 
3(cX7) fund should be integrated for the proposes of determining 
the registration status of either. Over the years, the SEC has de- 
veloped an integration doctrine to prevent sponsors of 3(cXD funds 
from skirting the act by creating cloned funds of 100 or fewer in- 
vestors. If these funds are managed in essentially the same way, 
the SEC integrates them. That is, it puts them together which then 
causes the shareholder number to exceed 100 investors. 

The integration doctrine, of course, has not been applied to 
3(cXD, 3(cX7) funds because up until now there haven't oeen any 
3(cX7) funds. However, a sponsor of an existing 3(cXl) fund who 
wanted to create a sophisticated qualified investor fund would, per- 
haps, find this limitation to be constrained. 

The second modification would be to impose a grandfather clause 
on these amendments to assure that an existing 3(cXD sponsor 



Digitized by 



Google 



68 

that wanted to convert that fund to a 3(c)(7) fund would not have 
to evict the existing shareholders from that fund. These are people 
who have developed loyalty to the fund and to the manager; they 
oughtn't to be thrown out simply because the manager would like 
to take advantage of this new legislation. 

Just briefly, we also would recommend that the number that de- 
fines qualified individuals be lowered from 10 million to 5 million. 
Senator Dirksen said once, to paraphrase him, a million here — I 
think he said a billion, actually— but a million here, a million there 
and pretty soon you are talking about real money. $5 million seems 
like a lot of money to me, in any event. 

Second, I understand from your counsel that I have a few extra 
minutes to briefly mention some issues for the Managed Futures 
Association. Should I do that now or should I come back to that? 
I will be guided by 

Mr. FIELDS. Could you come back to it? Let's go to our last per- 
son testifying and we will ask a question and give you an oppor- 
tunity to explain that position. 

Ms. Smythe. Thank you, sir. 

[The prepared statement of Marianne Smythe follows:] 

Prepared Statement of Marianne Smythe, Wilmer, Cutler & Pickering 

introduction 

My name is Marianne Smythe, and I am a Partner at the law firm of Wilmer, 
Cutler & Pickering in Washington, D.C. I specialize in legal issues affecting the in- 
vestment management industry. Before joining the firm in May of 1993, I served 
as Director of the Division of Investment Management of the U.S. Securities and 
Exchange Commission ("SEC"). Among other things, the Division of Investment 
Management is responsible for regulating investment companies and their advisers. 
In 1990, I served as Executive Assistant to former SEC Chairman Richard C. 
Breeden. 

Mr. Chairman, you and this Subcommittee deserve enormous credit for introduc- 
ing legislation — the proposed Investment Company Act Amendments of 1995 — that 
sweeps cobwebs off the 55 year-old Investment Company Act of 1940. There are 
many features of the legislation that deserve commendation. I have been asked to 
testify concerning just one: the proposed amendments that would apply to private 
investment companies. My firm represents Tiger Management Corporation ("TMC"), 
a registered investment adviser. TMC strongly supports those amendments which 
would free investment companies that are open exclusively to qualified investors 
from unnecessary regulation. 

No one may dispute seriously that the Investment Company Act of 1940, through 
the years, has offered substantial protections to investors. Likewise, there should be 
no doubt about the continued efficacy and validity of that law for the overwhelming 
majority of investors. However, for investors who have sufficient resources to mon- 
itor their own interests, the Investment Company Act poses an unnecessary and in- 
appropriate restraint on their investment freedom. In the same vein, enterprises in 
need of capital may be blocked from obvious and wiling sources of capital by the 
limitations the Act poses to capital formation through private investment compa- 
nies. 

Below, we describe the benefits to the U.S. economy of the private investment 
company industry and the potential benefits to be derived from allowing further, 
modest growth in that industry. Next, we describe how the Investment Company 
Act of 1940 has tended to thwart and distort the development of private investment 
pools and why the Act's present exception for private investment companies, section 
3(cXD, has not been sufficient to address the problem. We then discuss how the pro- 
vision in H.R. 1495, authorizing and expanding the scope of private investment com- 
panies, would alter the present regulatory picture and how that section, as now 
drafted, would interplay with the private investment company provision (section 
3(cXD) already in the Act. Finally, we urge a few modest but critical modifications 
of H.R. 1495's private investment company provision without which it will not ac- 
complish the beneficial effects for which it is intended. 
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PRIVATE INVESTMENT COMPANIES 



Private investment companies (i.e., those that have developed below the level that 
triggers registration under the Investment Company Act) aefy easy description or 
categorization. The term "hedge fund" is often used to describe the larger of these 
types of pools, but that term is a misnomer: In addition to long and short positions 
or listed stocks, private investment companies also invest in commodity futures and 
option contracts; mortgages and mortgage-related securities; fixed-income securities 
generally; foreign exchange instruments; repurchase agreements; swaps and for- 
wards; options; warrants; and securities sold in initial public offerings. 1 Indeed, a 
large ana growing segment of the private investment company industry is composed 
of venture capital funds which provide needed capital directly to start-up companies 
or businesses seeking to expand their operations. These types of funds typically do 
not sell short at all. 

Private investment companies also have a wide range of investment styles from 
the very speculative to the highly conservative. The Tiger investment partnership, 
for example, one of the funds managed by TMC, has approximately $1.7 billion in 
equity capital. TMCs management style may be described as conservative; it is not 
a "market timer," that is, it does not make big bets on the direction of the market. 
Rather, its experience is in identifying and picking individual stocks that it believes 
will significantly outperform the market over the long run. TMCs analysts/portfolio 
manager work together to create a fundamental investment approach that stresses 
diversification to minimize risk, rigorous research and analysis, strict adherence to 
investment discipline, and early identification of trends. Other private investment 
companies may be more or less aggressive in their approach: For example, there are 
growth-oriented funds, convertible arbitrage and multiple arbitrage funds, funds 
that invest in distressed securities, funds that invest in minority private equity posi- 
tions, value funds, opportunistic funds, funds that are event-driven or tnat strive 
to be market-neutral, leveraged bond funds, international funds, macro funds, and 
emerging markets funds. 2 

Estimates of the total number and size of private investment partnerships also 
vary greatly, from 800-1000 funds with aggregate capital of between $75-100 billion 
to 3000 funds with assets exceeding $160bilhon. 3 Venture capital funds, which are 
the most commonly and accurately tracked private investment companies, invested 
more than $4.2 billion in 1994, 4 and provided $1 billion of fresh capital in the first 
half of 1995 alone. 6 While these figures are impressive, they only hint at the poten- 
tial capital that could be generated were it not for the current limitations on the 
number of investors that may participate in private investment companies. 

THE INVESTMENT COMPANY ACT AND PRIVATE INVESTMENT COMPANIES 

A Regulation of Investment Companies 

Section 3 of the Investment Company Act generally requires that all securities in- 
vestment pools formed in the United States (including private investment compa- 
nies) register as investment companies with the SEC. Registration under section 3 
subjects the investment company to a stringent set of requirements and restrictions 
designed to protect investors against various types of risk and abuse, including 
those that stem from leverage, self dealing, and misuse of company assets. For ex- 
ample, section 17 of the Investment Company Act prohibits the manager of a fund 
from selling securities which it owns to the fund; section 22 requires that invest- 
ment companies stand ready to redeem their shares at all times; section 18 limits 



1 See, *.£., Testimony of Barbara P. Holum, Acting Chairman of the Commodity Futures Trad- 
ing Commission, before the Committee on Banking, Finance and Urban Affairs, United States 
House of Representatives ( April 14, 1994;; Testimony of Arthur Levitt, Chairman of the U.S. 
Securities and Exchange Commission before the Committee on Banking, Finance and Urban Af- 
fairs, United States House of Representatives (April 13, 1994;. 

2 See, e&, Chief Executive, Hedging for Dollars, No. 98 at 68 (October 1994 r, Business Week, 
"Fall Guysr 116, 119 (April 25, 1994;. 

*Seeid. 

4 Biotech Financial Reports, Venture Capital Invested Over $1.3 Billion in Fourth Quarter of 
1994, VoL 2, No. 3 (March 1, 1995; (based on figures from Private Equity Analyst;. 

•See Biotech Equipment Update, Venture Capitalists Invested Over 1 Billion in First Quarter 
of 1995, Coopers A Lybrand Survey Says, Vol. 3, No. 7 (July 1, 1995;. According to the same 
Coopers & Lybrand venture capital survey, private equity investments in the first half of 1995 
were as follows (based on millions invested and the regions in which those funds were invested/: 
California— 883.3; New England 247.0; Metro New York— 194.6; Baltimore/DC.— 176.2; Penn- 
sylvania— 161.9, Texas 152.4; Colorado— 139.4; Carolina*— 129 4, Minnesota 108.1; Washing- 
ton— 96.1; and Other— 596.6, See Washington Technology, Netplex Metro Business Outlook, Vol 
10, No. 12 (Sept. 28, 1995;. 
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the amount of leverage investment companies may employ; and section 10 pre- 
scribes, among other things, the composition of investment company boards of direc- 
tors to assure a degree of independence from management. 

While protective in purpose, these and other provisions of the investment Com- 
pany Act interfere with the freedom of high-net-worth investors and their asset 
managers to structure private arrangements outside the parameters of the Act. For 
example, if a group of investors would welcome significant hands-on and financial 
involvement by a fund manager in the portfolio companies in which their fund in- 
vests, the Act will thwart their wishes. It a group expects and anticipates long 'lock- 
up" periods for invested capital, during which time withdrawal or redemption is pro- 
hibited or very circumscribed, the Act will preclude such arrangements. If the group 
wishes to invest in companies for which mark-to-market valuation is not feasible, 
the Act will pose substantial obstacles to their wishes. In sum, provisions that for 
most investors are safeguards under the Act, designed to protect them from fraud 
and abuse, are for a small but important group of investors straightjackets that pre- 
vent them from investing in a manner of their own choosing. To put the matter an- 
other way, the Investment Company Act imposes unnecessary regulation on pooled 
vehicles whose owners have the sophistication (or the means to acquire it) to evalu- 
ate for themselves matters such as the level of management fees, governance provi- 
sions and redemption rights. As a consequence of these impediments, the Act may 
discourage participation by those with the most to offer, both in terms of assets and 
investment expertise. The proliferation of offshore private investment funds is but 
one effect of this problem. 

B. Section 3(c)(1) of the Investment Company Act 

Section 3(c)(1) of the Investment Company Act, also known as the "private invest- 
ment company exception," exempts an investment pool from regulation under the 
Act provided that: (1) it has 100 or fewer investors; and (2) it does not make a public 
offering of its shares. The 100-investor limit and the public offering prohibition were 
designed by Congress in 1940 to ensure the private nature of unregistered pools. 
While the legislative history in this area is sparse, the 100-investor threshold was 
most probably intended to represent the outer limit of an investor base likely to be 
composed of persons with familial, social or business ties, so that investors would 
have a relationship beyond mere participation in the pool. 6 

Section 3(c)(1) is the provision that allows funds managed by TMC (and other 
similar private investment pools), to avoid the strictures of the Act and to engage 
in investment programs ana strategies that are not available to registered funds. 
The arbitrary limitation of the ownership of such funds to 100 or fewer investors, 
however, keeps many eager and motivated investors from enjoying participation in 
these "3(c)(1) funds. It likewise causes fund managers and potential investors to 
spend countless hours and dollars analyzing ways to assure that the 100-investor 
limit has not been breached. The limitation effectively and arbitrarily excludes 
many sophisticated investors from investment opportunities. Managers in the great- 
est demand — those with the best track records — nnd themselves in the invidious po- 
sition of having to turn away investors and maintain waiting lists. Enterprises that 
are in need of capital, and whose attributes are familiar to sophisticated fund man- 
agers, may be deprived of that capital because the managers must limit participa- 
tion in their pools to 100 or fewer investors. As is often the case, overregulation 
tends to penalize success. 

THE INVESTMENT COMPANY ACT AMENDMENTS OF 1995 

H.R. 1495, with certain critical amendments, would effectively address and cure 
this problem. 7 It would add a new section 3(cX7) to the Investment Company Act. 



6 See Division of Investment Management, U.S. Securities and Exchange Commission, Protect- 
ing Investors: A Half Century of Investment Company Regulation, 106 (May 1992). 

'The proposed legislation is similar to legislation originally recommended to Congress by the 
SEC in 1992. In that year, the SEC's Division of Investment Management published a report 
in which it concluded that, a [f)or issuers whose securities are owned exclusively by sophisticated 
investors, the public offering prohibition and the 100-investor limit of section 3(c)(1) of the In- 
vestment Company Act are not supported by sufficient public policy concerns." See Division of 
Investment Management of the U.S. Securities and Exchange Commission, Protecting Investors: 
A Half Century oflnvestment Company Regulation, 110-14 (May 1992). Almost concurrently, the 
SEC submitted legislation to Congress that, among other things, would have added a new sec- 
tion 3(cX7) to the Investment Company Act that would have exempted from registration publicly 
offered pools with an unlimited number of investors, so long as all investors are "qualified pur- 
chasers. The proposed legislation would have given the SEC discretion to define the term 
"qualified purchaser" based on certain factors, such as the investor's net worth and investment 
experience. 
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The new provision would exclude from the definition of "investment company** under 
the Act those funds that are sold only to "qualified purchasers." As a consequence, 
the investment companies owned by such purchasers ("3(cX7) funds") would be ex- 
empt from registration and most regulation under the Act. In its present form, H.R. 
1495 would define a qualified purchaser as an institutional investor whose discre- 
tionary investment portfolio equals or exceeds $100 million, or an individual who 
has an investment portfolio of at least $10 million at the time of the purchase. 

The proposed legislation would leave present section 3(cXD intact. Thus, a man- 
ager such as TMC that now operates a private investment company under section 
3(cXl) could theoretically continue to operate that company with 100 or fewer inves- 
tors (including some that would not meet the definition of "qualified"), and start a 
new company under section 3(cX7) open only to qualified investors. However, as dis- 
cussed below, because of SEC staff interpretations regarding "integration" of unreg- 
istered investment companies, there may be some substantial regulatory peril to op- 
erating 3(cXl) and 3(cX7) pools side-by-side. If parallel operation raises uncertain- 
ties, the alternative for existing private (3(cXD) pool operators would be to convert 
those pools to qualified purchaser 3(cX7) pools. To do that, however, current inves- 
tors in these pools who do not meet the definition of "qualified'* would have to be 
evicted — an unseemly and possibly untenable result. 

Therefore, while TMC applauds the introduction of this legislation, we urge that 
the legislation be modified to avoid these unintended and counterproductive con- 
sequences. Without modification, we fear that sponsors of existing 3(cXD funds, 
such as TMC, may, in effect, be barred from using the new law, a result surely nei- 
ther intended nor desired. We therefore recommend that proposed section 3(cX7) be 
amended to include: 

• a statutory safe harbor providing firm assurance that sponsors of existing 3(cXD 

funds can organize new 3(cX7) funds without triggering "integration" of these 
funds; and 

• a "grandfather clause" to permit the orderly conversion of funds that presently 

rely on section 3(cXl) into 3(cX7) funds. 
A statutory safe harbor could provide, for example, that a private investment com- 
pany formed in reliance on section 3(cX7) would not be considered "integrated" with 
another private company formed by the same sponsor in reliance on 3(cXl). A 
"grandfather clause" would allow existing investors to continue their participation 
in existing 3<cXD funds whenever those tunas are converted into 3(cX7) funds. This 
grandfather clause could provide, for example, that in addition to qualified pur- 
chasers, a private investment company also may be owned by 100 or fewer persons 
who are not qualified purchasers but who purchased the company's securities on or 
before December 31, 1995. Together, a statutory safe harbor and a grandfather 
clause would provide managers with optimum flexibility to retain existing investors 
and acquire new ones without compromising the remaining protections of the Act. 

A The Integration Problem and the Safe Harbor Cure 

Over the years, to ensure that persons do not manipulate the 100-investor and 

§ublic offering limitations of section 3(cXD and the similar limits imposed by the 
EC staff under section 7'd) of the Investment Company Act, 8 the SEC has devel- 
oped a doctrine pursuant to which two or more related issuers may be considered 
a single "integrated" entity. The staff typically requires integration if, in its view, 
a reasonable investor would not conclude that related entities offered materially dif- 



In 1992 and again in 1993 legislation similar to that proposed by the SEC twice pasted the 
Senate. The measures, S. 2518 and S. 479, differed from the legislation proposed by the SEC 
by removing SEC discretion to define "qualified purchaser" and instead statutorily defining that 
term to mean an institution that owns or invests $100 million on a discretionary basis or an 
individual that has $10 million in securities investments. However, S. 2518 also would have 
granted the SEC authority to alter the definition of "qualified purchaser 4 ' through administra- 
tive rulemaking. In 1994 this Subcommittee introduced a bill, H.R. 4868, that would have 
amended the Senate bill in two important respect (1) to limit the exception in section 3<cX7j 
to pools that invest at least 50% of their assets in "small businesses" as that term is defined 
by the Small Business Administration; and <2) to remove SEC discretion to redefine "qualified 
purchaser" through administrative rulemaking. Although H R. 4858 was ordered to be reported 
out of the Energy and Commerce Committee, the report accompanying the bill was not released 
prior to adjournment and the full House did not take up the bill. 

•Section 7(d) prohibits a foreign investment company from publicly offering its securities in 
the United States unless the SEC determines by order that the Investment Company Acf s pro- 
visions can be enforced against the company. Although section Kd) doe* not expressly refer to 
any numerical limit on the number of United States investors, the SEC staff has imposed a 100 
United States investor limit through no-action and interpretive letters See Touch*, Remnant ic 
Company, SEC No-Action Letter <Aug 27, 1984) 
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ferent investment opportunities. 9 Accordingly, a 3(c)(1) fund typically will be inte- 
grated with other related funds that share similar objectives, portfolio investments, 
and risk/return characteristics. 10 Although the SEC sometimes grants no-action as- 
surance for similar funds offered to distinct groups of investors, it has done so only 
when the operational or legal structures of a fund would result in materially dif- 
ferent economic — particularly tax — consequences to investors. 11 

Accordingly, the sponsor of a 3(c)(1) fund cannot safely form a similar 3(c)(7) fund 
unless the new fund is structured so that it would have materially different eco- 
nomic or tax consequences. Such structuring is likely to require that the fund sub- 
stantially modify or contort its investment objectives, practices, or economic per- 
formance — independent of whether such modifications or contortions serve the best 
interests of investors. A sponsor who failed to take such steps could be subject to 
the risk that the SEC, its staff, or a court would take the position that the compa- 
nies were one integrated entity that could not rely on either section 3(c)(1) or section 
3(c)(7) and that therefore the entities should have registered under the Investment 
Company Act. This would defeat the primary objective of the legislation — freeing 
funds with only high-net-worth investors from unnecessarily and, in this case, dele- 
terious regulation as well as from regulatory uncertainty. 

A safe harbor would permit sponsors of existing 3(cXD funds to form new 3(cX7) 
funds without the risk of being held in violation of the registration requirements 
of the Investment Company Act solely by reason of the SEC staffs integration doc- 
trine. Consistent with the purpose of the legislation, this safe harbor would permit 
the formation of new entities, composed solely of qualified purchasers, without re- 
quiring the artificial modification of proven investment methods or the disaffection 
of longstanding investors. 

B. Use of a Grandfather Clause to Prevent Eviction of Existing Investors 

Under current law, section 3(c)(1) has been the primary provision under which 
pools of sophisticated investors have been able to operate outside of the strictures 
of the Investment Company Act. Many of these pools have some participation by in- 
vestors who, although financially secure, may not meet the new bright line test. It 
is for this limited category of investors— only those who already participate in an 
existing 3(c)(1) pool — that the grandfather clause is intended. A grandfather clause, 
to permit the orderly transition of pools currently owned by sophisticated investors 
that presently rely on section 3(cXD. Without such a clause, existing pools would 
have to "evict" current owners who do not meet the bright line qualified purchaser 
test, or be precluded from accepting additional investors in reliance on section 
3(c)(7). Such a result is unnecessary for investor protection, would be inequitable, 
and would impede the objectives of the legislation. 

Current investors have formed longstanding relationships with sponsors of 3(c)(1) 
funds. These investors purchased their interests after receiving full disclosure about 
the unregistered status of their investments under the Investment Company Act. 
Fundamental fairness dictates that relationships formed before the adoption a such 
a test not be needlessly disrupted or severed." Moreover, in some cases, a sponsor 
of a section 3(c)( 1) fund may lack clear authority under the fund's governing docu- 
ments to require the withdrawal of an investor except for specifically defined cause. 
For example, a governing agreement may permit the sponsor to require that an in- 
vestor withdraw if necessary to comply with the limitations of section 3(c)(1) of the 
Investment Company Act, but may constrain the sponsor from requiring an investor 
to withdraw for other reasons (such as effecting a conversion of a 3(c)(1) fund into 
a 3(c)(7) fund). Even if the sponsor does have apparent authority to require that in- 



9 See, e.g., Welsh, Carson, Anderson & Stowe, SEC No-Action Letter (June 18, 1993); Meadow 
Lane Associates, L.P., SEC No-Action Letter (May 24, 1989); Frontier Capital Management Com- 
pany, Inc., SEC No-Action Letter (July 31, 1988); Madison Park Investment Management, Inc., 
SEC No-Action Letter (Apr. 4, 1986); and Oppenheimer Arbitrage Partners, L.P., SEC No-Action 
Letter (Dec. 26, 1985). 

10 Pasadena Investment Trust, SEC No-Action Letter (Jan. 22 1993) (summarizing the staffs 
prior no-action positions). 

11 See, e.g., Id.; Shoreline Fund, L.P, SEC No-Action Letter (Apr. 11, 1994) (A foreign com- 
pany relying on section 7(d) need not integrate its offering with a domestic company even 
though the entities have identical objectives and risk/return characteristics. Because United 
States tax law made the economic consequences of an investment in either entity very different 
for both domestic and foreign investors, a reasonable investor would not view the investments 
as economically equivalent.). 

12 Of course, if current 3(cXD funds convert into 3(cX7) funds, existing investors who do not 
meet the definition of "qualified purchaser" should be entitled to full disclosure about the trans- 
formation of their fund into a 3(c)(7) fund and should be given the opportunity to withdraw their 
capital before any conversion. 
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vestors withdraw to permit such a conversion, the sponsor may expose itself to in- 
vestor dissatisfaction and potential liability if it evicts owners against their wishes. 
The modification we propose would grandfather only existing investors in the 
3(cX7) fund. Every new investor thereafter would have to meet the definition of 
qualified purchaser. When an investor covered by the grandfather clause left a 
3(cX7) fund, the fund could not use that investor's "slot" for an investor who was 
not a qualified purchaser. Of course, an existing 3(cXD fund that did not convert 
into a 3(c)(7) fund could continue to admit new investors who were not qualified 
purchasers — but such a fund would have to continue complying with the require- 
ments of section 3(c)(1) for an exclusion from the definition of investment company. 

C. Definition of "Qualified Purchaser" 

Finally, we would redefine "qualified purchaser" to include individual investors 
with $5 million in securities investments (rather than $10 million as proposed in 
H.R. 1495). It seems clear that an individual with $5 million in securities invest- 
ments alone (as opposed to $5 million total net worth) has a degree of financial sta- 
bility sufficient to accept the greater risk that comes with greater opportunity. 
These persons should not arbitrarily be denied the ability to participate in a 3(cX7) 
fund. Thus "qualified purchaser" would mean: (1) an institution that owns or invests 
$100 million on a discretionary basis; or (2) an individual that has $5 million in se- 
curities investments. 

Proposed alternative language to implement the statutory safe harbor and the 
grandfather clause, and to decrease the individual net worth required for "qualified 
purchasers," is included as Appendix A to this testimony, and is marked to show 
changes from the current bill. If Congress or the SEC has additional concerns that 
need to be addressed, we would look forward to discussing them with a view toward 
making section 3(cX7) workable for the very persons who are most likely to foster 
capital formation as a result of the new provision — sponsors of existing 3(cXl) funds 
that currently are offered to sophisticated investors. 

CONCLUSION 

I thank the Subcommittee for offering me the opportunity to present my views 
and those of TMC here today on the 'Investment Company Act Amendments of 
1995." There is a great need for legislation that will free from unnecessary regula- 
tion those investment pools offered exclusively to qualified purchasers. Amending 
the Investment Company Act to create section 3(cX7) would Benefit the capital for- 
mation process in this country and permit qualified U.S. investors to avail them- 
selves of greater investment opportunities. It is critical, however, that Congress pro- 
vide a safe harbor to permit the creation of 3(cX7) funds without the risk of integra- 
tion with existing 3(cXD funds, and enact a limited grandfather clause to permit 
the transition of existing section 3(cXD funds into section 3(cX7) funds. These modi- 
fications would remove regulatory uncertainty and avoid disrupting longstanding re- 
lationships between 3(cXD funds and their current investors who, after full disclo- 
sure, purchased interests in those funds. To increase participation in 3(cX7) funds, 
we also recommend that the $10 million threshold in the definition of "qualified in- 
vestor" be reduced to $5 million. 

[Appendix A is retained in subcommittee files.] 

Mr. Fields. Thank you. 

Mr. Paul Haaga, Senior Vice President, Capital Research and 
Management Company. 

STATEMENT OF PAUL G. HAAGA 

Mr. Haaga. Thank you, Mr. Chairman. I am very pleased to be 
here to testify before the subcommittee today. I might note that 
prior to joining Capital 10 years ago, I was in private practice rep- 
resenting a number of mutual funds including as separate counsel 
to independent directors and I began my career as a staff attorney 
with the Division of Investment Management of the Commission. 

Our fund group consists of 28 funds sold through independent 
brokers and financial planners. We have about 7 million share- 
holder accounts and over $100 billion in assets. We are the only 
independent fund group that is participating in the profile prospec- 
tus test and we are testing it through the brokers. 
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We would like to again repeat our endorsement that we have 
made several times since 1992 of the staffs conclusion in their Pro- 
tecting Investors study which is at the basic structure of the invest- 
ment company regulation is sound and should not be changed 
lightly or in any dramatic way. At the same time, we recognize as 
the staff did in 1992 and as the staff and the subcommittee does 
now, that circumstances change and the act will remain healthy 
only if it receives periodic checKups so we commend this bipartisan 
effort and we also commend your including the SEC and the indus- 
try in that review. 

In our view, the dramatic growth and wide acceptance by the 
American public of the mutual funds in recent years is a result of 
five factors. With a comprehensive substantive regulation of funds 
in the Investment Company Act, independent director oversight, 
the commitment of the industry to internal compliance, diligence of 
the SEC staff in inspecting and enforcing the act and the flexibility 
of the entire regulatory structure that has permitted the industry 
to continue to meet investor needs in a changing investor environ- 
ment. 

We submit that any proposed changes to the act should be evalu- 
ated against this background and with the first rule being to do no 
harm to a system that is working very well. The second test should 
be whether they would enhance any of the above principles and 
thereby increase the investor protection and the value of fund serv- 
ices that are so important as we receive more and more Americans 
who trust us with their money. 

Let me briefly summarize our comments on certain provisions of 
H.R. 1495 and the matters that you asked about in the invitation 
letter and then I will look forward to responding to the committee's 
questions. 

In the recordkeeping and reporting area, we would support the 
SEC's request that its ability to require reports and to inspect 
records be expanded with a couple of caveats. The first is that rou- 
tine access to records and inspections should exclude written 
records of internal compliance, internal audit and risk management 
matters. Those records should continue to be available in a formal 
investigation pursuant to subpoena as they are now but we are 
concerned that their routine availability and inspection would have 
a chilling effect on the internal compliance process. Second, we 
would require in the statute a rigorous cross-benefit analysis before 
the SEC requires additional reports or records. And, last, we would 
limit the expansion of the reports to the SEC to portfolio sales and 
redemption activities in times of market stress and we understand 
that is basically what the SEC is looking for in that expanded re- 
porting requirement. 

In the corporate governance area, we support the requirement 
that independent directors select and nominate additional can- 
didates. That is currently required of all funds with 12(b)(1) plans 
like ours. We have been living with it for 7 years and we find it 
works very well. I was glad to hear Barry's second answer to the 
question about involvement of the insiders in the selection and 
nomination process because we think that the subcommittee should 
clarify either in the statute or in the legislative history that there 
is no intention here to exclude insiders entirely from the process. 
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We think insiders should be allowed, certainly, to meet with can- 
didates, express their views on candidates and even suggest some 
candidates, assuming that the ones suggested by the insiders are 
not the only available candidates. 

We are pleased that the industry has overwhelmingly adopted 
the majority and even super majority independent board structure. 
We have no objection to the 60-day termination provision or the 
majority independent provision but we note with some pride that 
those are superfluous. 

In the shareholder voting area, we would support the correction 
of what really amounts to a technical problem that frustrates the 
views of a majority of shareholders and just imposes a cost on 
shareholders. 

Finally, even though the red light is on, let me say something 
quickly about, if I may, about Federal and state regulation. We 
think it is a crime in this era of limited regulatory resources that 
states and the Federal Government are doing the same thing. Basi- 
cally the states are doing the things that the NASD and the SEC 
do so well. At best it is only a waste of money and a burden on 
the industry. At worst, it frustrates the SEC's efforts to develop a 
sound but flexible regulatory environment for an industry that is 
truly national in character. 

Thank you. 

[The prepared statement of Paul G. Haaga follows:] 

Prepared Statement of Paul G. Haaga, Jr., Senior Vice President and 
Director, Capital Research and Management Company 

i. introduction 

I am Paul G. Haaga, Jr., a Director and Senior Vice President of Capital Research 
and Management Company (CRMC), a mutual fund management company 
headquartered in Los Angeles, California. I also serve as Chairman of the Board of 
the Fixed Income Funds managed by CRMC, and as President and a Director of 
Capital Income Builder and Capital World Growth & Income Fund. I commend the 
subcommittee for holding this hearing on H.R. 1495, the "Investment Company Act 
Amendments of 1995," and related matters and I am pleased to be here today to 
share my views and to respond to any questions that you may have. The bill recog- 
nizes that even with the success of the Investment Company Act of 1940 (the Act) 
as a statute, modernizing efforts are not only helpful but necessary as the industry 
moves into the next decade. Specifically, I would like w take the opportunity to ad- 
dress several matters in the bill that relate to the fundamental goal of securities 
regulation — investor protection. These are: (i) the internal compliance systems main- 
tained by investment companies and their advisers; (ii) the investment company cor- 
porate governance process; and (hi) the federal and state regulatory structures with 
respect to investment companies. 

H. DESCRIPTION OF CRMC AND THE AMERICAN FUNDS GROUP 

CRMC is the sponsor and investment manager of the 28 mutual funds in The 
American Funds Group (The American Funds or the Funds). The Funds are sold 
through independent broker-dealers and financial planners in all fifty states and the 
District of Columbia. The American Funds currently have more than $100 billion 
in assets and over seven million shareholder accounts. The Capital organization also 
includes several other investment management affiliates that operate quite sepa- 
rately from CRMC and advise major pension plans and other institutions. The Cap- 
ital organization is owned by its employees and traces its roots back more than 60 
years. 

CRMC and its affiliates employ more than 3,200 people, including more than 
1,600 in four California offices. CRMC affiliates operate shareholder service centers 
employing substantial numbers of associates at other locations around the country — 
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including San Antonio, Texas (more than 500 employees), Hampton Roads, Virginia 
(more than 400 employees) and Indianapolis, Indiana (more than 250 employees). 

III. COMPLIANCE AND RECORDKEEPING 

The investment company industry has a strong tradition of taking preventative 
action to ensure compliance with existing laws, and of identifying and addressing 
potential problems quickly and effectively. This tradition has contributed to the 
strong investor confidence, and absence of significant abuse, that has characterized 
the industry. As Securities and Exchange Commission (SEC) Commissioner Steven 
Wallman recently pointed out: 

"the mutual fund business has been remarkably free from significant prob- 
lems or scandals... in no insignificant part, it is largely due to [the efforts 
of fund directors] and the efforts of others in the fund industry ... to work 
cooperatively with us to develop practical solutions to difficult problems 
faced by investors." l 

Recently, we participated in a review of mutual fund internal compliance systems 
conducted by the Investment Company Institute. This study concluded that rigorous 
internal compliance procedures, in addition to those expressly required by statute 
or regulation, are widespread in the mutual fund industry and an integral part of 
the industry's culture. Such internal compliance efforts characteristically include 
documented policies and procedures regarding, among other things, compliance with 
investment oojectives and restrictions, share pricing, transactions with affiliates, ad- 
vertising, timely filing of materials with the SEC and states, and proper mainte- 
nance of books and records. 

Like its peers throughout the mutual fund industry, CRMC maintains a thorough 
and comprehensive internal compliance program to ensure continuing adherence to 
the complex regulatory requirements governing our operations. In our view, effective 
compliance requires the attention and full support of senior management and the 
entire organization. 

While all parts of our organization are involved in compliance, three departments 
within CRMC have particular responsibility in this area — Fund Administration and 
Compliance, Investment Administration and Fund Accounting — employing more 
than 120 persons in the aggregate. CRMC's compliance system is characterized by 
a multi-level structure, which allows potential problems to be identified at several 
points in the compliance process. As an illustration, under our portfolio compliance 
system, any equity trading order must be cleared before entry with personnel in the 
Investment Administration area; these persons effectively act as gatekeepers, ensur- 
ing that potential purchases are consistent with each Fund's investment restric- 
tions. Trades are then rechecked at two subsequent levels to ensure that, even if 
an error were not detected initially, it could still De identified after the fact, in many 
cases before a purchase had settled and an inappropriate security had appeared in 
the Fund's portfolio. 

Of course no compliance system can guarantee error-free operations in such a 
complex and highly regulated business. And while our system is well suited to 
CRMC's method of operating, we recognize that there are many ways to structure 
an internal compliance system and that ours does not represent tne only model; 
rather, we believe that fund complexes and advisers should be encouraged to tailor 
their compliance programs to meet their unique organizational and operating struc- 
tures. 

In our view, one important standard by which to judge any action taken by Con- 
gress in this area is whether it serves to bolster industry compliance practices. By 
the same token, Congress should avoid the enactment of laws that, even inadvert- 
ently, could operate to undermine industry compliance efforts. In this regard, we be- 
lieve that one provision in H.R. 1495 adds little if anything to the SEC's regulatory 
program but could have a very negative impact on compliance efforts at our firm 
and other investment company complexes. That is the provision that would allow 
the SEC staff to obtain access at any time in routine inspections to any investment 
company records, including confidential records relating to internal compliance. We 
believe that if all confidential documents were made available to the SEC staff in 
routine inspections, it could inhibit the willingness of supervisory and compliance 
personnel to communicate candidly and to document their internal perceptions of 
potential problems. In my experience, such communication and documentation are 
critical components of an effective internal compliance system. 



Commissioner Steven Wallman, Remarks at the Investment Company Institute's 1995 In- 
vestment Company Directors Conference & New Directors Workshop (September 22, 1995). 



Digitized by 



Google 



77 

The SEC staff has ample authority to obtain all relevant non-privileged docu- 
ments whenever it has gone through the steps of requesting investigative authority 
from the SEC and, where appropriate, enforcement of a subpoena. We believe that 
these steps provide important protections for registrants without in any way inhibit- 
ing the SEu's inspection and enforcement programs. In sum, the additional author- 
ity that the SEC would have under the proposed bill is not necessary, but the exer- 
cise of that authority clearly could undercut the effectiveness of internal compliance 
programs as a first fine of defense for protection of shareholder interests. 

H.R. 1495 also would significantly expand the SEC's current authority by allowing 
it virtual carte blanche to require investment companies to file any information with 
it, and/or to include such information in shareholder reports. We urge that the sub- 
committee carefully consider the need for such a broad grant of discretion to the 
SEC and suggest that it might be more prudent to limit such a requirement to data 
that is actually shown to be required by the SEC (or by fund shareholders) but not 
currently available to them. Here, too, we are not aware that the current statute 
has posed particular difficulties for the SEC in carrying out its regulatory respon- 
sibilities. A more precise delineation of the SEC's authority to require such reports, 
perhaps tailored to address the SEC's need for special information in periods 01 mar- 
ket crisis, would serve the SEC's needs without potentially adding burdensome re- 
porting and filing requirements that lack corresponding benefits to fund sharehold- 
ers. Consistent with the bill's approach to maintain investor protection in a cost- 
effective manner, we believe that the SEC should be directed to analyze carefully 
the relative costs and benefits of any new reporting requirements for investment 
companies. 

IV. CORPORATE GOVERNANCE 

As a member of the board of directors of certain of The American Funds (gt the 
past 8 years, and having worked with fund boards for nearly 20 years, 1 am pleased 
to have an opportunity to share with the subcommittee my views regarding cor- 
porate governance issues affecting investment companies. Specifically, I would like 
to address: the responsibilities ofinvestment company directors in general and the 
structure and operation of The American Funds' boards; certain matters relating to 
the nomination and role of the independent directors of a mutual fund; and the var- 
ious revisions proposed in RR. 1405 with respect to the voting rights of investment 
company shareholders 

In many respects, the Act establishes a federal corporate law for investment com- 
panies. The Act requires a fund to have a board of directors, fortv percent (A whom 
must be independent of management, and vests the directors with responsibility for 
overseeing the operations of the company and policing conflicts of interest, More- 
over, the Act grants fund shareholders the right to vote on certain matters that are 
fundamental to the company's operations, such as the election of director* and ap- 
proval of fee arrangements and any changes in fundamental investment policies, 

The Act also gives investment company directors tmmerffUM specific responsibil- 
ities, including considering contracts witn the fund's service providers, pricing the 
company's shares, valuing portfolio securities that are not readily marxetahXe, and 
attending to such corporate matters as issuance of securities, dedaratitm of divi- 
dends, election of officers and appointment &f committee* of the ht/ard Marty board 
function* are carried out througn audit, nominating and other committees Invest- 
mem company director* also have responsibility for catltng shareholder meetings, 
adopting and amending corporate by-la ws v as appropriate, arA« m &/nfincl*on with 
sharthtAder*. cr/r&dennp extraordinary transactions facing the ctjmpany, mch m 
merg e r* Independent directors have a special rrAe dem%ned to address the unique 
potential conflicts of interest inherent m the investment ttmt&any stmctme &pecm- 
catty these doctors are required to wAe *epar*u£y< an wefl as together with the 
full htoord with respect Uj mjch matter* as approval of ir.-rtstment adr^jry and o»- 
derwntang arrangement* and contracts with ther affiliated service prwrAer* 

Each fend tn The Asr^encan F-jt*ss Grasp has* rta oars fcoari and *jne boor£* ate 
organized tn dvster* •fcat meet together, the nutrj&r *A !*nd* sn each Vf&&jer vamea 
fr&m oce v> ter, T^s strvctore ev'Aved r^s/nca*\y as CKMC trzarzxed £zfjj& and 
also acoosred the n&a^agemer^ reiat»or^^ w&a several other ii»rf grasps <v*er the 
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(rule 12b- 1) plan and contracts with its service providers, and selecting and nomi- 
nating new independent directors to the board. Recently, several of the funds have 
instituted proxy committees to cast the fund's votes with respect to its portfolio se- 
curities. 

Over the years, SEC regulation has increasingly imposed detailed operational re- 
sponsibilities on fund directors — duties that can in some instances serve to detract 
from the overall roles of the board and of its independent directors. In this regard, 
we are encouraged that Chairman Levitt has stated that the SEC plans to under- 
take a comprehensive review of its rules under the Act. Moreover, certain steps 
taken by the SEC and its staff during the past two years, including the recent pro- 
posal to reduce the specific responsibilities placed on investment company boards in 
connection with custody of portfolio securities outside the United States, represent 
a positive movement. 2 In its current form, rule 17f-5 under the Act requires fund 
boards to make detailed findings in an area (non-U.S. custody) that is outside most 
directors' fields of experience and expertise. The proposed amendment would require 
the boards to remain informed regarding these custody relationships but would en- 
able them to shift the burden of making detailed findings to the fund's adviser or 
another responsible entity. 

In our experience, directors significantly influence the operations of funds and 
their service providers, including the development of any fee or other proposals that 
ultimately will come before them for a vote. Unfortunately, some critics of the fund 
industry in the press and elsewhere would judge the boards' contributions solely by 
looking at the number of management proposals that are rejected or contracts that 
are terminated, rather than by the valuable input regularly provided by directors 
in their oversight roles and in the development and negotiation of proposals. 

1. Independent Directors 

The pending legislation raises three issues that affect fund boards of directors. 
The first concerns the process by which new independent directors are elected to 
fund boards. Rule 12b- 1 under the Act mandates that all funds that have adopted 
a distribution plan under that rule commit the selection and nomination of inde- 
pendent directors to the discretion of the sitting independent board members, and 
we support the provisions in the bill that would require all funds to follow this prac- 
tice. Nonetheless, while we agree that the formal selection process should be en- 
trusted to the independent directors, the legislation should make it clear that all 
members of the board, including those who are interested persons of the fund, may 
be involved in the informal, collegial process of identifying candidates. This process 
may include meeting with potential directors, considering their backgrounds and as- 
sessing their suitability in light of the board's needs. We believe this would comport 
with current industry practice under rule 12b- 1; moreover, to exclude certain direc- 
tors from the process could undermine the board's cohesiveness and represent a dis- 
service to fund shareholders. 

The bill also proposes that a majority (rather than 40 percent) of an investment 
company's board be composed of independent directors. Funds with rule 12b- 1 plans 
as well as funds with managers who have recently experienced a change of control 
currently must have a majority of independent directors, and Investment Company 
Institute data indicate that nearly all other funds also have a majority of independ- 
ent directors. Accordingly, while CRMC supports majority independent boards, both 
in principle and in its practice, we note that in light of industry practice, the pro- 
posed statutory revisions would be largely superfluous. 

Under current law, continuance of fund advisory contracts must be approved each 
year by a majority vote of both the entire board and the independent directors vot- 
ing separately, and a majority of the entire board can terminate the advisory con- 
tract at any time upon 60 days' notice to the adviser. The bill would extend to a 
majority of the independent directors acting separately the 60-day termination au- 
thority. Again, as in the case of the provisions concerning board composition, this 
new termination authority would have little practical effect. Because independent 
directors already are a majority (usually a super-majority) of most boards, they are 
able to terminate an advisory contract in 60 days under the current provision. Even 
if they could not do so, the lead time required to identify a new manager makes 
the independent directors' authority not to renew at the end of the contract year 
sufficient for all practical purposes. 



2 See Investment Company Act Release No. 21259, Custody of Investment Company Assets 
Outside of the United States, July 27, 1995. 
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2. Shareholder Voting 

As noted above, the Act vests fund shareholders with the right to vote on, amone 
other things, election of directors, approval or disapproval of fee arrangements, and 
changes in fundamental investment policies. H.R. 1495 would change the current 
definition of a majority vote, for purposes of these provisions, to require the vote 
of a majority of the shares present at a meeting at which a quorum is present and 
voting on such matter. We strongly support this amendment as it would rationalize 
investment company shareholder voting requirements and facilitate the voting proc- 
ess. 

It is often difficult for funds to obtain a sufficient shareholder response to their 
proxy proposals to satisfy current Act voting standards. As a result, funds must 
often hire solicitation firms to call shareholders, at significant expense, and in some 
instances, multiple resolicitations are required. Moreover, the current voting provi- 
sions have the effect of counting a shareholder's failure to express opinion on a pro- 
posal (e.g., by abstaining, or, in the case of a street name account, even failing to 
return the proxy) as a vote against a matter. 3 Thus, even where shareholders who 
respond vote overwhelmingly in favor a proposal mav fail. 

The revised Act standard as proposed in H.R. 1495 seeks to resolve this problem 
by allowing funds to count as present only those votes actually cast on a particular 
matter. Thus, where brokers are required to abstain from voting street name shares 
on non-routine proposals, the shares would be treated as being absent, allowing a 
proposal to pass if a quorum were obtained and a majority of those votes actually 
cast were voted in favor of the proposal. 4 

In addition to the revised methods of counting shareholder votes, H.R. 1495 would 
make certain substantive and important changes to the voting rights of mutual fund 
shareholders. We support the provisions that would specificallv vest fund sharehold- 
ers with the right to vote on any proposed changes to a fund s stated, fundamental 
investment objective. This right, which is consistent with current industry practice, 
is important because a fund s investment objective is one of its most basic defining 
attributes, and as such should not be altered without shareholder approval. 

We also support the provisions in H.R. 1495 that would eliminate current voting 
requirements with respect to ratification of investment company auditors and initial 
approval of advisory contracts. It is widely recognized that in each of these cases, 
the voting requirements are formalistic and serve no particular purpose. Selection 
of auditors is a matter more appropriately left to the board of directors. The ap- 
proval of initial contracts is unnecessary because fund sponsors typically supply the 
seed money to the fund and approve the contract and, in any case, the initial public 
shareholders have effectively voted on the contractual arrangements by making 
their investments. 

V. PROMOTING INVESTOR PROTECTION THROUGH COST-EFFECTIVE FEDERAL/STATE 
INVESTMENT COMPANY REGULATION 

We strongly support the stated goal of H.R. 1495 M to provide more effective and 
less burdensome regulation," 5 to the extent that this can be achieved consistent 
with investor protection. It is well known that the operating resources provided to 
the SEC have not kept pace with the explosive growth of the mutual fund and in- 
vestment advisory industries. We urge Congress to approve the SEC's request for 
additional funding; at the same time we strongly urge that the federal and state 
regulatory schemes be tailored to make greatest use of the limited resources of the 
various regulators in a manner that will Best promote investor protection. 

State registration can prove to be a significant impediment to the distribution of 
fund shares without any offsetting investor protection benefits. This is due largely 
to state disclosure reauirements that often duplicate or conflict with each other and 
with SEC-mandated disclosures, as well as limitations on fund portfolio investments 
and other restrictions that can vary greatly among the states and from federal law. 



•For fund shares held in broker "street name," proxy materials are sent to the shareholder's 
broker. Under current New York Stock Exchange rules and related laws, the broker is author- 
ised to vote the investor's shares on "routine matters," but must abstain on any "non-routine" 
matters, in the absence of instructions from the investor. The broker's vote in favor of the rou- 
tine proposal causes the shareholder to be counted as present at the meeting as to all matters, 
but the abstention on non-routine matters operates in practice as a vote against these proposals 
even though the shareholder expressed no opinion and in fact did not even return the broker's 
reouest for instructions. 

♦We recommend that certain minor clarifications be made to the language of this bill in this 
regard to ensure that it accomplishes its intended goal. Specifically, the words "voting on such 
matter" should be moved to follow the reference to "majority of the shares'* m the text 

•Hit 1406, 104th Cong;, 1st Sees '1996>. 
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Like most large fund groups, The American Funds (with the exception of three sin- 
gle-state municipal bond funds) are qualified in all fifty states and the District of 
Columbia. One consequence of such nationwide sales is that each investment limita- 
tion imposed on the funds by a single jurisdiction dictates the investment opportuni- 
ties available to shareholders across the country. 

Duplicative state review of fund registration statements almost always produces 
a more complex, and often confusing, prospectus due to the need to expand and 
often duplicate disclosure to accommodate individual state comments. In addition, 
funds may be delayed in offering their shares on a timely basis due to conflicting 
disclosure demands from state securities regulators, which often are made after the 
fund's registration has been reviewed and declared effective by the SEC staff. More- 
over, as a result of this process, fund shareholders ultimately bear needless addi- 
tional expenses, such as legal and printing fees resulting from the need to address 
these often conflicting and duplicative disclosure and other requirements imposed 
by the various states. We believe that investor protection would not be jeopardized, 
but actually would be enhanced, if the SEC were given exclusive authority over dis- 
closure and substantive regulation for investment companies and the states were re- 
quired to concentrate on preventing and detecting fraud. In support of these func- 
tions, the states should be permitted to continue to require notice filings, consent 
to service of process and payment of fees. 

VI. ADDITIONAL PROVISIONS OF H.R. 1495 

I understand that my fellow panelists will be commenting in response to the sub- 
committee's questions on the unified fee investment company ana the advertising 
prospectus as proposed in H.R. 1495. Nonetheless, I would like to respond briefly 
to the subcommittee's request for our views on these subjects. 

1. Unified Fee Fund 

Although it is unlikely that our organization would offer a unified fee fund as con- 
templated in the legislation, we do not oppose the concept in principle. We would, 
however, oppose any provision that limited the availability of the unified fee struc- 
ture to funds that ao not impose sales charges on investors. As stated above, our 
funds are distributed through brokers. Our funds' distribution costs are financed in 
part through up-front sales charges paid by investors and in-part through ongoing 
rule 12b- 1 plan expenses borne by the funds themselves and therefore by all snare- 
holders. We believe that this sharing appropriately reflects the fact that the benefits 
of the distribution process are shared between the new investor receiving the per- 
sonal services of a broker and the existing shareholders who benefit from asset sta- 
bility and growth. If the unified fee fund structure were not available to funds im- 
posing a sales charge, it would be limited to those funds that had determined that 
the costs of distribution should be borne entirely by the existing shareholders and 
not at all by new investors. 

We understand that there are two concerns with sales charges for this purpose. 
The first is that the sales charge would be an additional expense calculated in a 
different manner from the single unified fee and therefore might be difficult for an 
investor to understand. The second concern is that the sales charge might affect the 
investor's flexibility in determining whether to leave the fund in response to an an- 
nounced fee increase. Neither concern is valid. First, the sales charge is deducted 
immediately from the shareholder's account at the time of purchase so it is actually 
more straightforward, visible and easily understood than are those expenses paid 
by the fund. Second, over time taxable shareholders are much more likely to be 
"locked in" by the potential capital gains taxes imposed on a redemption than by 
the fact that a sales charge was paid. 

Consistent with our previous observations about the important role of fund direc- 
tors, we believe that unified fee fund directors should retain a substantial oversight 
role with respect to potential conflicts of interest as well as the services provided 
to the fund by the investment adviser and others. 

2. Advertising Prospectus 

Because we do not sell shares directly to the public, our organization likely would 
not benefit as much from the availability of an advertising prospectus as would the 
direct marketed funds. Nonetheless, we strongly support the elimination of the 
present requirement that mutual fund advertisements t>e limited to information "the 
substance of which" is contained in the statutory prospectus. Elimination of this re- 
quirement would not reduce investor protection because the advertisements would 
remain subject to the prospectus liability standards. It would, however, provide 
funds with greater flexibility to furnish concise, useful and important information 
to shareholders. This will be increasingly important as the 401(k) plan marketplace 
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expands and employees who are inexperienced in investing require education re- 
garding as many as dozens of potential investment options. In a related matter, we 
are one of the eight fund groups currently participating in the SEC's "fund profile" 
project. We believe that the proposed advertising prospectus will provide similar 
benefits in enhancing investor education. 

Finally, I want to thank the subcommittee for the opportunity to participate in 
its consideration of H.R. 1495, and to commend your moving on legislation that will 
permit the industry to provide better investment services to its shareholders. We 
would be pleased to provide any additional information to the subcommittee in con- 
nection with these important matters. 

Mr. Fields. Thank you, Mr. Haaga. 

The Chair will recognize himself for a line of questions. 

First of all, Mr. Powell, you and Mr. Riepe talked about the pro- 
file prospectus, the reform that has been initiated by Chairman 
Levitt. 

I want to make sure I understand your testimony. You are not 
requesting or suggesting that that profile prospectus be made a 
part of our legislation, are you? 

Mr. Riepe. No, sir, no. We are not. What we are suggesting is 
that that prospectus is one of the examples of the SEC's work with 
the industry to develop a better form of information for the indus- 
try and for investors. 

Mr. Fields. Is it both of your testimony that this is an example 
of how less is really more? 

Mr. Powell. Exactly. I think it is a wonderful document in 
terms of making it simple for an investor to understand just what 
he is investing in. It does away with the legalese, it does away with 
the document this thick that most people don't even read or under- 
stand. 

Mr. Fields. I think that you testified that it actually is easier 
to understand and it is easier to compare. That there is actually 
a dual investor benefit from that. 

OK, Mr. Powell, let me ask you to go a little bit further in your 
statement regarding electronic prospectus. How would you see this 
working? 

Mr. Powell. I believe most mutual fund companies are probably 
going to have a page on the Internet that would explain in many 
ways things very similar to what the profile prospectus would ex- 
plain. The only difference would be that a prospective shareholder 
or investor would have access to that information electronically as 
opposed to via paper. 

Mr. Fields. Is it your anticipation that that might be or could 
it be interactive where someone can ask specific questions that 
would get a response at your fund? 

Mr. Powell. It is conceivable. Either that or you could have fre- 
quently asked question kind of format. 

Mr. Riepe. Excuse me, Mr. Chairman. 

One of the problems that I think we highlighted in our testimony 
is that as we move into this electronic era is that it is even more 
complex if in fact, in addition to the SEC and the NASD we have 
to deal with 50 additional regulators in trying to resolve what is 
the best way to communicate this information to prospective inves- 
tors. 

Mr. Fields. Let me ask, does that play into what you testified 
to, Mr. Riepe, just earlier that about international competitiveness? 
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Does this legislation, in and of itself, enhance international com- 
petitiveness or should we do some other things? 

Mr. RlEPE. I think it holds the potential to do that and the one 
particular aspect that I alluded to was the unified fee investment 
company because, outside of the U.S. the corporate structure that 
investment companies have adopted in this country is not used. 
Something much closer to the UFIC structure is used outside of the 
U.S. So, to the extent we want to export our investment knowledge 
and our investment services to other countries, if we could export 
it in a form that looks much more like the form that is typical in 
those countries, I think it will absolutely enhance our competitive- 
ness. 

Mr. Fields. Mr. Haaga, my time is about to run out but let me 
ask you, you talked about the routine availability of certain infor- 
mation being made available to the SEC could actually chill — and 
I lost your comment. Could chill what? 

Mr. Haaga. Could chill the internal compliance process. Right 
now, if memos are written between people in the — internal people 
in the company relating to compliance problems, those would not 
routinely be available to the SEC staff when the.y came in for an 
inspection. They would only be available if they had a formal order 
of investigation and we think that that, at least, would huild in 
some protections where the SEC staff would have to, for example, 
go before the Commission to show that there was a — show some 
cause and show that there was a need for the records. 

Mr. Fields. So are you suggesting that our legislation goes too 
far in that particular regard? 

Mr. Haaga. It goes too far and I would say just cut it back in 
that limited area. 

Mr. Fields. How would a cost/benefit analysis be done by the 
SEC, because you mentioned that also as part of your proffer. 

Mr. Haaga. I think that the Commission would be, in doing a 
cost/benefit analysis, would essentially go beyond what it does in 
a normal administrative procedure act rulemaking proceeding and 
actually require some economic analysis of the benefit and take a 
formal survey of the costs to particularly small investment compa- 
nies producing those records. 

Mr. Fields. Thank you. There will be two rounds of questions. 

Let me recognize my good friend from Massachusetts, Mr. Mar- 
key, the Ranking Minority Member, and also say I don't think we 
would be sitting here today if it were not for the work that he did 
in an oversight capacity last term and his cooperation in developing 
this particular piece of legislation. 

Mr. Markey. I thank the Chairman very much. 

Mr. Riepe, if I could, I would like to ask you briefly about the 
issue of state review of mutual fund prospectuses. Is it your view 
that what is needed is a reallocation of responsibilities between the 
Federal and state regulators, that state regulators should focus on 
their strengths, which Mr. Fink suggests are preventing and, when 
necessary, prosecuting local state's practice abuses and fraudulent 
activity and leaving to the Federal Government then the activities 
which they have been performing as well? 
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If you could, it would be helpful for us so that you can explain 
to us how you think that that might enhance rather than diminish 
the protection for investors. 

Mr. RlEPE. Yes, Congressman. The states like all government 
bodies right now have very limited resources, in spite of the tens 
of millions of dollars that we provide to them in fees paid each 
year. They are far better suited to monitor things like sales prac- 
tices and fraud and such abuses, monitoring some 20,000 invest- 
ment advisors that can be one person shops scattered around the 
country. 

Their resources are far better used focused in on that and allow- 
ing the central, national, Federal bodies like the SEC and the 
NASD to have sole responsibility for things like registration state- 
ments, offering circulars, advertising materials, et cetera, so there 
can be one national standard for those and I think what we have 
now is this duplication which is very costly to the industry, very 
costly to fund shareholders because they pay many of these costs 
through the mutual fund themselves and we have, perhaps, con- 
tradictions in the way that these areas are enforced and I think 
they would be solved by reallocation. 

Mr. Markey. Mr. Fink, can you address that same question as 
well? 

Mr. Fink. Yes. I think in Washington we have a 400-person Divi- 
sion of Investment Management whose expert on fund disclosure 
and Chairman Levitt developing a profile and on investment limi- 
tations set forth in the Investment Company Act and they police 
and monitor and set those standards. That is where their national 
expertise lies. 

As I said in my oral, the fund industry sells in all 50 states, we 
are a national industry. We have become increasingly national 
through technology. Maybe at one time, funds had geographic 
homes, but that is no longer true. So the SEC and the NASD in 
the case of advertising set national standards. Where they are not 
experts is in what is going on around the corner. What about, as 
Mr. Riepe said, the one-man advisor over a garage. That is where 
you need a local policeman and that is where the states excel. 

The trouble is now that a lot of states, instead of spending their 
time policing those kind of things, are duplicating reviews and 
prospectuses in advertising and setting their own investment limi- 
tations. It is duplicative, it is costly, it does not make any sense. 
It is getting worse. 

I think the popularity of mutual funds has drawn states who 
used to be inactive into feeling that they should second guess the 
SEC. More funds are selling nationally and using Internet and 
other technology to sell. So it is getting worse, not better. And 
meanwhile, ironically, as Mr. Riepe said, resources at both the Fed- 
eral and state governmental levels are less than ever and it really 
is a time to reallocate and I think Chairman Levitt spelled it out 
last week as well as I could. 

Mr. Markey. As you all know, this is a very sensitive subject 
that we are discussing right now and we have to be careful in 
terms of how we strike the balance but I am looking forward to 
working with the Chairman on this issue so that we can strike a 
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proper balance and I think it is something that we should be look- 
ing at. 

Now, Mr. Fink, in your testimony you say, and I quote, the most 
important factor contributing to the mutual fund's growth is the 
stringent regulation imposed by the Investment Company Act of 
1940. Now, I reviewed that statement several times and I looked 
back to make sure that the punctuation was correct and perhaps 
there wasn't a comma and it went on but that was it, it was over, 
there was a period at the end of that sentence. The stringent regu- 
lation was the key factor in assuring for the growth of the industry, 
which seems to be a paradox to some extent when viewed by other 
industries. 

In light of your industry's success in this existing regulatory 
framework, what are your thoughts about the SEC's 10 percent 
cutback? 

Mr. FlNK. I would hope it was not cut back. I can't — not working 
there, I can't tell you the right dollar amount but I would not just 
across the board cut back the SEC. A, it is needed for investor pro- 
tection and, B, ironically, the SEC brings in a lot more in fees than 
it gets given by Treasury. 

So we recently submitted letters to the committees in the Con- 
gress saying the SEC at least ought to get what it got last year. 

Mr. Markey. And what about the office that helps to make the 
American investors more self-reliant that is already built into the 
SEC? 

Mr. Fink. The investor education? 

Mr. Markey. Yes. 

Mr. Fink. I am not really an expert on the inner workings of the 
SEC. I guess my main interest, and not to belittle that agency 
which I duck because I don't really know much about, is really in- 
vestment management which does direct mutual fund regulation. 
That is where I am most concerned. 

Mr. Markey. With the indulgence of the Chair, Ms. Smythe, 
could you just deal with that for a second? 

Ms. Smythe. I am speaking, of course, now in my personal capac- 
ity because I am no longer at the SEC and this is not a Tiger issue. 

I think across-the-board cutbacks are always questionable be- 
cause they knock off valuable as well as perhaps unnecessary func- 
tions. I think the consumer protection efforts of the SEC, the inves- 
tor education efforts of the SEC are very important. 

Mr. Markey. Could you just explain briefly how the Commission 
right now monitors compliance with the 99 investor limit? Could 
you give us 

Ms. Smythe. Well, I can explain how they monitored it 2V2 years 
ago and maybe things have changed by now but the monitoring of 
compliance with the 100 investor limit is essentially done through, 
if anything, examination of investment advisors because the — if the 
entity is not registered with the SEC, there is no real inspection 
program to identify it. 

There was a question before about what happens if somebody 
dies and there are more than, you know, there is more than one 
legatee and could that knock the number over 100? I was sort of 
smiling to myself and thinking that the SEC just does not have a 
sort of a laser beam detector in every one of these funds to figure 
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out when it goes over 100. I imagine there are quite a number. I 
whispered to one of my friends, what happens if somebody has tri- 
plets. 

I mean, there are clearly going to be times when the number 
goes over 100 and the SEC is not going to know about it and prob- 
ably not care, as long as it is the kind of fund that was created in 
the first place by associations of a family or community nature. 

Mr. Markey. Thank you, Ms. Smythe. 

Thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The gentleman from Oklahoma, Mr. Coburn. 

Mr. Coburn. Mr. Chairman, let me pass at this time if I may. 

Mr. Fields. The gentleman needs to be informed that if he 
passes, then 

Mr. Coburn. I may not be back. 

Mr. Fields. OK, the gentleman from Washington State, Mr. 
White. 

Mr. White. Thank you, Mr. Chairman, I just have a couple of 
questions and really they are questions probably for any member 
of the panel. 

We talked a little bit about the restrictions that — or the duplica- 
tion or potential duplication that the state regulation of some of 
these funds has. Could you give us some concrete examples of ex- 
actly how those work? I recognize the concept of duplication in gen- 
eral implies some restrictions but are there more specific problems 
that you are running into that you could tell us about? 

Mr. Haaga. I'll start with an example. Several years ago the SEC 
adopted Rule 144(a), which relates to resales of technically re- 
stricted securities in the institutional market. The staff then devel- 
oped rules about how subject to independent and full board of di- 
rector review, mutual funds could make determinations as to 
whether 144(a) securities were liquid or illiquid for purposes of the 
limits on illiquid securities in open-end investment companies. 

We carefully reviewed those rules, participated in their develop- 
ment and then spent a lot of time internally adopting such proce- 
dures and clearing them with our mutual fund boards only to be 
told subsequently that one of the states did not agree that 144(a) 
securities could be liquid and, as far as they were concerned, they 
were restricted and therefore illiquid and they didn't want to hear 
about 144(a) and I think it frustrated a very laudable regulatory 
effort by the SEC because that limit applied to everybody who sold 
in Ohio, which was nearly all mutual funds. 

Mr. White. The state that objected to this was Ohio? 

Mr. Haaga. I probably shouldn't have said that but, yes. 

Mr. White. The home of the Cleveland Indians who beat the Se- 
attle Mariners in the playoffs. That is a problem we have been fac- 
ing for a long time around here. 

Did any of the rest of you have examples that you wanted to 
make for the record. 

Mr. RlEPE. Let me mention, we could use up, I am afraid, your 
entire day with these stories, if you gave us the opportunity, but 
a state steps in after — on a fund that was going to invest in foreign 
government bonds and all the proper disclosures are made in the 
prospectus working with the SEC staff and then you go to the state 
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and the state says that that disclosure is inadequate, that in their 
view foreign government bonds should be treated as junk bonds, 
high-yield bonds and they require all the disclosure that goes with 
investing in junk bonds to go on the front of the prospectus of this 
document. Now, you have a choice of somehow trying to figure out 
how to sticker — put a sticker with that disclosure in just those 
prospectuses that go to just that state or what happens, because 
administratively that is almost impossible, you end up establishing 
that standard for all states. So now you have a disclosure that says 
that foreign bonds are junk bonds. 

Mr. White. You know, that is interesting. I practiced law for 15 
years until just this last January and I was a business lawyer and 
my office was just down the hall from the securities people in our 
firm and I do remember very, very clearly the weeks on end of 
them tearing their hair out as they had to go through 50 state blue 
sky requirements for just about any sort of offering that they dealt 
with, so I recognize that some of these can be a problem. 

Ms. Smythe, let me ask you one question because you refer to 
this 100 person limit on the private investment companies, and I 
would be interested in your thoughts if there really is no limit, is 
to be no limit and we just had qualified investors involved, could 
that reach a point where there are 1,000 people or 5,000 people 
where it really would get out of hand or what is your thinking on 
that subject? 

Ms. Smythe. Obviously, if there is no ceiling then it is hard to 
prescribe what the probable limit would be but my understanding 
is certainly it is the case with Tiger and I believe it is the case 
more generally that we are not talking about funds of an enormous 
size because the limitations, the sophisticated or qualified investor 
limitation would act as a natural ceiling. 

Ranking Minority Member Markey asked me before whether the 
SEC monitored the size of these funds and the fact is funds like 
Tiger take — you know take and have to take that 100 investor limit 
very seriously because if they do breach it and especially a com- 
pany that is aware of this law does breach it, the consequences are 
draconian. §0, for them, the 100 investor limit really forms sort of 
like a picture of some kid that has outgrown his — you know, his 
play pen. I mean, you just can't stand up straight anymore because 
there is too much of an imposition. 

But I would say for funds of the familial or societal nature, if 
they go over 100 and the SEC finds out about it because somebody 
had twins, the SEC isn't going to come down on them very hard. 
But on Tiger they would and should. I mean, companies that know- 
ingly breach that limit really ought not to be allowed to do it. 

Mr. Markey. Thanks very much and thank you, Mr. Chairman. 

Mr. Fields. The gentleman's time has expired. 

The Chair will note that there is a vote pending on the floor, it 
appears that there will be multiple votes. So that we don't incon- 
venience the witnesses, I am about to dismiss the panel. But what 
I would like is written commentary from you specifically on the 
Federal/state relationship question. My friend from Massachusetts 
I think correctly has pointed out it is an issue that has a high de- 
gree of sensitivity. 
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We do plan to have a panel of state regulators to come and give 
us their views and so I would request that you be as specific as 
possible relative to problems that you have experienced and I 
would ask a specific question, whether or not Chairman Levitt has 
laid the predicate for a solution in his statement last week. 

Also, Ms. Smythe, regarding the MFA issue you raised, I would 
also like to get a specific response from you and I apologize that 
you have not had time to verbalize that this morning. 

With that, this hearing is adjourned. 

[Whereupon, at 11:43 a.m., trie hearing was adjourned.] 

[Additional material submitted for the record follows.] 

Prepared Statement of the Managed Futures Association 

Mr. Chairman, Members of the Subcommittee: The Managed Futures Association 
thanks the Chairman and members of the Subcommittee, and appreciates the oppor- 
tunity to present its written testimony on H.R. 1495, The Investment Company Act 
Amendments of 1995, to express our strong support for the modernization of the pri- 
vate investment company provisions of this Act and to recommend slight modifica- 
tions to the bill that will significantly aid the growth and further development of 
the United States ("U.S.") financial services industry. Chairman Fields deserves 
substantial credit for undertaking the tremendous task of examining anachronisms 
of this statute, which has remained essentially unchanged for more than half a cen- 
tury, and adapting its provisions to current market realities to ensure that the U.S. 
financial services industry will continue to provide significant benefits to our econ- 
omy and remain competitive in the global marketplace. 

The Managed Futures Association ("MFA"), the managed futures industry's trade 
association, Has over 500 members who have contributed to the development of this 
country's futures markets as the world's finest and the global model. MFA's mem- 
bership, comprised primarily of registered commodity pool operators and commodity 
trading advisors regulated under the Commodity Exchange Act (the "CEA") by the 
Commodity Futures Trading Commission (the "CFTC"), provides professional discre- 
tionary management to the more than $20 billion invested in managed futures prod- 
ucts, including commodity pools or funds and managed accounts. In addition, man- 
aged futures trading represents over ten percent of the more than 525 million fu- 
tures and option on futures contracts traded yearly on U.S. commodity futures ex- 
changes. Commodity funds provide investors with professional management and 
limited liability while also providing diversification to their traditional portfolio in- 
vestments ana the potential to significantly enhance total portfolio returns. These 
funds can provide important professionally managed portfolio diversification to 
small investors who otherwise would have no access to professional management of 
their assets in these markets. By providing significant liquidity to the futures mar- 
kets, commodity funds also enable institutions, corporations pension plans, farmers 
and others to nedge effectively against their respective market risks. In addition, 
managed futures confers benefits on the U.S. economy by employing countless per- 
sons at futures exchanges and brokerage houses ana as accountants, lawyers and 
other services providers. 

MFA members and the products they offer are more stringently regulated than 
any other financial group and product in the world. 1 The CPTC in administering 
the CEA, oversees and monitors the business activities of commodity pool operators 
and commodity trading advisors through registration, disclosure, record keeping and 
reporting requirements and regulates the activities of the commodity brokers 
through whicn these funds place their trades as well as the activities of the com- 
modity exchanges on which these transactions are executed. The National Futures 
Association, the self regulatory body of the industry, also regulates the sales, pro- 
motional and operational activities of all these entities. Each of the exchanges on 
which these contracts trade also regulates the activities of those trading on their 
markets. In addition, the offer and sale of interests in commodity funds are subject 



1 Edward J. Swan, The Rise & Decline of Futures Trading in America," The Futures & De- 
rivatives Law Review, Issue 1 (1994): 41 notes that with respect to futures regulation, the U.S. 
has eight major regulatory bodies (excluding smaller exchanges and state regulators), whereas 
the United Kingdom ("U.K.") has four. The U.S. has nearly 12 regulators per 1000 people work- 
ing in the industry, whereas the U.K. has only five to seven, and the annual cost of regulation 
to the industry is between $150-$500 more per industry employee in the U.S. than it is in the 
U.K. 
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to both the Securities Act of 1933, requiring registration of interests sold publicly 
and mandating disclosure, and the Securities Exchange Act of 1934, as well as each 
of the 51 states securities laws. As a result of their structure and the evolution of 
their products, today these entities and the advisors that trade for them, must also 
be concerned with inadvertently falling within the definition of an investment com- 
pany under the Investment Company Act of 1940 (the "Company Act") and invest- 
ment adviser under the Investment Advisers Act of 1940 (the Advisers Act"). 

It was never the intent of Congress in enacting the Company Act or the Advisers 
Act to regulate the activities of commodity pools or commodity trading advisors. 
Rather, these statutes were enacted in 1940, almost 35 years prior to the develop- 
ment of the managed futures industry and its regulatory regime, to regulate the ac- 
tivities of investment entities and advisers primarily engaged in making invest- 
ments in securities in the U.S. capital markets. As a result, unlike banks, insurance 
companies and certain other entities secondarily invested in securities in connection 
with their business activities that were statutorily exempted from the Company Act 
and the Advisers Act, commodity pools and their advisors had no such exemptions. 
Unfortunately, these statutes have not been amended for more than half a century. 
Yet much has changed in the markets and in the financial services industry within 
the U.S. In the interim, the managed futures industry has developed as an integral 
and substantial business activity in the U.S. economy, providing market liquidity 
to aid the price discovery function of the futures markets and significant investment 
opportunities as a fundamental form of diversification from traditional investment 
products, to both institutions and small investors alike, in an asset uncorrected to 
their securities profiles. With the development of these businesses came the need 
for a rational system of regulating them. In light of the very different purposes of 
the futures and capital markets and the very different objectives of those who trade 
or invest in them, respectively, Congress recognized the need for separate and a dif- 
fering form of regulation of tnese markets ana products. 2 The CEA was comprehen- 
sively amended and the CFTC created in 1974 to regulate futures markets and 
products. 

As currently administered, there is significant regulatory overlap for commodity 
pools regulated under the CEA that inadvertently may fall within the definition of 
an investment company under the Company Act and for commodity trading advisors 
regulated under the CEA that fall within the definition of an investment adviser 
under the Advisers Act. The structure, nature and operation of investment compa- 
nies and commodity pools are very different due to tneir very different investment 
purposes. 3 Neither a commodity pool nor an investment company can operate under 
the regulatory regime applicable to the other. Similarly, historical differences exist 
between the businesses of investment advisers and commodity trading advisors. 
While certain of these differences might be reconciled without significant disruption 
in the underlying business, other differences reflect significant dissimilarity in the 
nature or development of the services provided. Application of the Company Act or 
Advisers Act regulatory regimes to commodity businesses may substantially impair 
or eliminate such business. The effect of the current state of the law has been to 
inhibit the business, and stifle the creation and trading diversification, of commodity 
pools and to unnecessarily restrict trading by commodity trading advisers as a re- 
sult of the lack of sufficient objective exemptions from the provisions of the Com- 
pany Act and the Advisers Act with no corresponding customer protection or market 
integrity purpose. 

Managed commodities trading represents a fundamental form of diversification 
from traditional equity investments. The nature and objectives of these two activi- 
ties and the differences between risk transfer and capital formation markets has 
historically, and continues, to justify differing regulatory approaches. Inevitably 
there may be some overlap at the margins among any differing regulatory ap- 
proaches. Nonetheless, the existing regulatory framework in the U.S. can most eas- 
ily be rationalized by utilizing fully the concept of a prime regulator and exempting 
primary activities falling under other regulatory regimes. Regulation should be co- 
ordinated where it makes sense to do so, while giving appropriate recognition to the 
characteristics of the differing investment vehicles or instruments traded. 



2 By employing professional management through individual accounts or commodity pool in- 
vestments, managed futures investors seek to profit from trading instruments that capitalize on 
fluctuations in market price levels, as opposed to investing capital in operating companies. Man- 
aged futures professionals obtain profit potential and diversification from trading the risk trans- 
fer markets and rely on price movements in an active auction market as opposed to investing 
in the capital markets. 

3 For example, the Company Act and the rules and regulation thereunder are geared, in gen- 
eral, to entities in corporate form, as most investment companies are structured as corporations. 
Commodity pools, however, are generally formed as limited partnerships. 
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REGULATION BY PRIMARY ENGAGEMENT. 



While the Securities and Exchange Commission (the "SEC") has recognized the 
concept that commodity pools are engaged in a primary business other than securi- 
ties trading, the measurement of the primary business of commodity pools is incon- 
sistent with market realities and has had a chilling effect on the activities of these 
entities. U.S. financial regulation has not, in this context, kept pace with economic 
reality. It has become a matter of urgency to provide some certainty in the market- 
place concerning which funds are commodity pools and which investment compa- 
nies. While the SEC conception of primary engagement measured by subjective tac- 
tors perhaps was marginally sufficient for early plain-vanilla commodity funds, 4 the 
managed futures business has become more sophisticated and more competitive and 
the needs of the investors for more efficient investment vehicles have resulted in 
structural changes to the model. 6 Perhaps more than any other single factor, the 
unsettled and subjective state of the law is driving U.S. investment talent offshore. 
Many of the most skilled and successful U.S. money managers refuse to jeopardize 
their businesses by the uncertainty of regulatory sanction when, having made rea- 
sonable, good faith efforts to make an appropriate determination under these subjec- 
tive tests, they nonetheless may be subject to challenge by a regulator. As a result, 
the development of innovative financial products available for U.S. investors has 
been stifled significantly. The U.S. has increasingly lost significant trading talent 
to offshore investment, which deprives domestic investors not only of return poten- 
tial, but also limits portfolio diversification in instruments traded and access to cer- 
tain trading strategies as a result of restrictions or legal ambiguity in the trading 
of certain instruments. 6 A futures money manager can implement the same strate- 



4 A commodity pool typically maintains the vast majority of its assets in cash or government 
securities which are available to margin its futures contract obligations. Any entity comes with- 
in the definition of an investment company under § 3(a)(1) of the Company Act if it is, or holds 
itself out, as being engaged primarily, or proposes to engage primarily, in the business of invest- 
ing, reinvesting, or trading in securities. Alternatively, the entity's failure of the objective test 
of § 3(a)(3) of trie Company Act creates a presumption of investment company status that can 
be rebutted upon showing that the company is exempt under §3(bXD by being "primarily en- 
gaged" in some business other than securities investment. While there are substantive dif- 
ferences between the two tests in § 3(a)(1) and §3(aX3) of the Company Act, the evaluation of 
being "engaged primarily" or "primarily engaged" under §3(aXD and §3(aX3) is the same. Five 
subjective factors have been identified in several no-action letters by the SEC to determine an 
entity's primary engagement, the most important of which is the present source of its income 
and the composition of its assets. For commodity pools, the income test is especially onerous. 
Unfortunately, due to the sometimes volatile nature of futures returns, it is possible that the 
futures returns will be flat or even negative, yet the pool will receive interest income from the 
maintenance of initial margin posted for its commodity positions as well as having a substantial 
portion of its remaining funds not actively being needed to margin its commodity positions in 
interest bearing obligations. Thus, a pool either must forego investment of its excess funds in 
interest bearing obligations (to the detriment of its investors) or constantly review its source 
of income and be concerned that it might be deemed to be an investment company and become 
subjected to a different and sometimes contradictory regulatory regime. This situation is exacer- 
bated by the second most important indicator, the composition of its assets, in circumstances 
in which the pool has invested in a trader entity which will be included in the calculations as 
an investment security, and thus may cause the pool to also fail this factor of the test. See dis- 
cussion in footnote 5. 

5 The vagaries of the futures markets as a result of their auction style marketplace, frequently 
result in differing prices or partial executions of large orders. If an advisor manages commodity 
pools, each as a managed account, he must devise a methodology for fairly allocating the partial 
number of contracts that were executed and the multiple prices among each of his accounts. 
Some of these accounts invariably will receive fewer contracts or at a worse price then others. 
Because of the administrative inefficiencies and increased costs, including tne administrative 
cost and difficultly (which frequently results in increased fees to clients) in reconciling the mul- 
tiple transactions to numerous accounts traded by an advisor and of attempting to have fair and 
equitable treatment across their various client accounts, many advisers have formed investment 
entities, generally limited partnerships, in which all their accounts must invest in order to ob- 
tain their advisory services. The profits and losses of the one partnership account, rather than 
separate futures contracts are allocated among investors. Therefore, in order for a commodity 
pool to have these advisors trade for their pool, the pool must invest in the advisor entities. 
Under the Company Act, this investment then falls within the definition of investment security. 
In addition, the pool operator, by structuring its pool to invest in these advisor entities, is pro- 
viding investment advice with respect to securities within the meaning of the Adviser Act. How- 
ever, the whole point of the pool's investment is to access an advisor to professionally manage 
investor assets in the futures markets. 

6 Industry statistics are unable to measure the "chilling" effect of these statutes as they do 
not capture those who have restricted their business operations in an effort to be outside the 
reach of these statutes nor reflect the detriment to investors as a result of these restricted busi- 
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gies in far more markets offshore than domestically. The objection is not to regula- 
tion per se, but to duplicative uncertain and irrational regulation. 

U.S. markets are burdened with serious competitive disadvantages by its complex 
system of futures and securities regulation which increases transaction costs and 
stifles the ability to respond to changing market conditions. The system must be 
streamlined. Section 3(a)(3) of the Company Act currently embodies an objective test 
of when an entity should be deemed to constitute an investment company. However, 
the statute needs to make clear what it already implies — namely, that if 60% of an 
entity's assets are commodity interest contracts, that entity will be deemed a com- 
modity pool. We urge that the means by which the 409c/60% is computed be clarified 
by specifying the full contract value of commodity interests be utilized for purposes 
of the computation. As noted above, virtually all of the commodity pool's assets are 
maintained in cash and interest bearing ooligations to support its futures trans- 
actions to be utilized as margin in times of extreme volatility of the instruments 
it trades. While a commodity pool may engage in a de minimis amount of what is 
defined as "securities" trading or invest its excess cash to obtain a return slightly 
higher than the T-Bill rate or may invest a portion of its assets in another commod- 
ity pool to obtain access to otherwise unavailable trading advisors, there is never 
an issue as to the economic primary purpose of the entity. Under the current objec- 
tive test in the Company Act, U.S. government securities and cash are excluded 
from total assets (the denominator) in applying the formula to determine whether 
or not an entity falls within its definition of an investment company. Thus, the de- 
nominator shrinks, and any securities investment becomes an artificially high per- 
centage of total assets. In addition, commodity pools with any investment in an ad- 
visor's entity will automatically fail. As a result, it is impossible for commodity pools 
to meet the objective test. This unwarranted result can oe reversed by valuing com- 
modity interest contracts at the face value of the underlying commodity for purposes 
of the objective test. It is insufficient to compare simply the amount being actively 
utilized in margin at any point in time to assess the pool's commitment to commod- 
ity trading, as that amount, which is merely a good faith deposit and not a portion 
of the purchase price, generally ranges from only 5-30% of the purchase price. In 
addition, as a result of the sometimes significant daily variations that can occur in 
margin requirements, it is unsatisfactory for use as a determinant of the manner 
in wnich an investment entity should be regulated. 

Similarly, there is no exemption from the investment adviser definition for com- 
modity trading advisors who are primarily engaged in the provision of commodities 
advice, including advice regarding investment by one commodity pool into another 
commodity pool that is primarily engaged in commodities trading. Currently, the 
giving of any "securities" advice may cause a CTA or CPO to come within the defini- 
tion of an investment adviser. 

SIGNIFICANT REPERCUSSIONS OF COMPANY ACT AND ADVISOR ACT STATUS. 

The consequences of a commodity pool's or commodity advisor's incorrect deter- 
mination of its status under these statutes is draconian. A commodity pool deemed 
to be an investment company, even if inadvertently, would be requirea to register 
under the Company Act. As a registered investment company, the pool could not sell 
its securities or those of other entities by use of the mails or any other means of 
interstate commerce and could not engage in any business in interstate commerce. 
A commodity pool would, in effect, have to register or dissolve. However, due to the 
significant limitations on its structure and operations, a commodity pool would have 
no choice but to dissolve. 7 



ness activities. However, these statistics indicate the response of those who are able to move 
their operations offshore or to offer their products solely to non-U.S. investors, and the trend 
is alarming. In 1989, the first year in which statistics are available for offshore funds, industry 
statistics prepared by Managed Account Reports, Inc. reported 109 U.S. public futures funds, 
61 U.S. private funds and only 20 offshore funds. In 1993, the number of U.S. public futures 
funds had increased by 78%, U.S. private funds by 286% and non-U.S. futures funds by 410%. 
The statistics collected through September of 1995 show the absolute number of non-U.S. fu- 
tures funds now exceeds both the number of U.S. public futures funds as well as U.S. private 
funds by almost 29% and 3%, respectively, and the number of U.S. public futures funds and 
U.S. private funds has declined by over 37% and 23%, respectively, since 1993 while the number 
of non-U.S. futures funds has increased by 54% in the same period. 

7 Two of the most significant limitations of the Company Act are the custody provision, that 
might preclude the opening of commodity accounts, and the treatment of futures contracts as 
"senior securities" under § 17(f). For a commodity trading advisor, the Advisers Act prohibits in- 
centive fee compensation which is the primary basis of his/her compensation. Accordingly, inves- 
tors might have rescission rights or an ability to obtain a refund of fees paid, even with respect 
to compensation paid solely as result of futures trading activities. 
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These statutes need to be amended in the manner reflected in Appendix A hereto 
to provide an exemption from regulation for investment entities primarily engaged 
in commodities trading (measured to give full value to commodity trading activities), 
including when a portion of its assets are invested in other commodity pools, and 
for an advisor primarily engaged in giving commodities trading advice. No customer 
protection or other regulatory purpose is served by the continuing ambiguity, legal 
uncertainty and potential regulatory overlap caused by the existing statutes. Com- 
modity pools and the advisors who trade in the commodity markets on their behalf, 
not unlike other businesses that secondarily invest in securities in connection with 
their primary business activities, should have a clear, objective exemption from 
these statutes. The CFTC is, and should be, the prime regulator of these entities 
and persons and has more than sufficient regulations and legal authority to oversee 
and prescribe their activities. For that matter, an exemption should also be made 
in both statutes from substantive regulation by each of the fifty states, similar to 
that contemplated in H.R. 2131, also introduced by Chairman Fields. It makes no 
sense for suhstantive regulation of investment companies and investment advisers 
to vary state by state. No investor protection or market integrity benefit is gained 
by the duplication of regulation, yet U.S. competitiveness and innovation are threat- 
ened by the burden, cost and chilling effect of this overlapping regulation. 

PRIVATE OFFERING AND QUALIFIED PURCHASER EXEMPTIONS 

Because of the expansive definition of "investment company" under the Company 
Act and "investment adviser" under the Advisers Act and the high degree of regula- 
tion imposed under these statutes, the statutes contain a number of statutory excep- 
tions and exemptions, and grant broad exemptive authority to the SEC. These provi- 
sions, including the exception for private investment companies, recognize that fed- 
eral regulatory protection of transactions among certain participants is both unnec- 
essary and impractical. The intent of § 3(c)(1) of the Company Act is to except from 
the definition of an investment company (and thus from all provisions of the Act) 
private companies in which there is not significant public interest and which are, 
therefore, not appropriate subjects of federal regulation. Because this exception also 
is limited by the requirement that the company is not, and does not presently pro- 
pose to make a public offering, arguably that requirement in and of itself would suf- 
fice to ensure that this exception is not utilized by companies in which there is sig- 
nificant public interest. The additional requirement that fewer than 100 investors 
have an economic interest in the company contains an arbitrary numerical limita- 
tion that attempted to gauge the appropriate degree of public interest that would 
warrant federal protection. In light of the requirement that the issuer not make a 
public offering and the fact that investment participation and sophistication, not to 
mention the population of the U.S., has increased more than ten fold since the en- 
actment of the Company Act, it is appropriate that the arbitrary number be in- 
creased by an appropriate percentage. 

The proposed amendments also would add a new § 3(c)(7) to the Company Act to 
exempt offerings to highly sophisticated investors on the theory that such investors 
are capable of safeguarding their own interests and are not in need of federal regu- 
latory protection. Non-U.S. and, to a lesser extent, certain U.S. regulators, generally 
recognize a two tier regulatory approach in enacting statutes which distinguish 
transactions with the general public from those among professional, sophisticated or 
creditworthy participants. Appropriate exemptions for qualified participants permit 
federal resources to be better focused and utilized for those in need of such protec- 
tion. However, a qualified purchaser exception should exempt participants based on 
realistic qualification requirements, which will pertain to more than a de minimis 
percentage of the population. Finally, as it is impossible to define by statute all cir- 
cumstances in which an investor is the equivalent of a qualified purchaser even 
though he does not meet the precise statutory qualifications, the SEC, as the expert 
agency that historically has been granted broad discretion in the administration of 
exemptions under these statutes, should be granted discretion to determine other 
investors as qualified, consistent with the parameters of the exemption. 

Purely as a matter of implementation, MFA's proposed amendment seeks to avoid 
disrupting existing investor relationships in enacting these new exemptions. In light 
of the significant benefits, most notably that of legal certainty, that would accrue 
to issuers utilizing the §3(cX7) exemption, an amendment needs to be added to 
avoid the ousting of existing investors that would not qualify under the qualified 
purchaser definition. Since such investors have existing investments in the issuer 
that, prior to the enactment of the § 3(c)(7) amendment, have not been subject to 
Company Act regulation, the investments of these investors should be grand- 
fathered. In light of the significant and unnecessary cost of creating new funds, 
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(with no commensurate investor protection benefit), which cost is ultimately passed 
on to investors, there is no justification for requiring existing funds to create new 
structures or new funds to be able to utilize the new exemptions. 

Last, absent a provision that specifies that offerings pursuant to 63(c)(7) will not 
be integrated with 63(c)(1) offerings, existing § 3(c)(1) issuers would be unable to 
take advantage of the new exemption with similarly structured funds. In light of 
the qualification requirements of § 3(c)(7), it is difficult to argue the nonintegration 
amendment will raise customer protection issues, but its adoption would most effi- 
ciently facilitate issuers' use of the new exemption. 
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